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PREFACE 


Since my Principles of Economics was first published, in 1924, 
there have been a number of striking and important new develop- 
ments in economic theory. In tfie field of monetary economics, the 
almost universal adoption of managed currency systems tfiroughoiit 
the world has necessitated the giving up of some of the older reason- 
ing, based on the assumption of an automatic gold standard, and 
has led tO' increased emphasis on the mominal character of money. 
Also, it has gradually come to be recognized that money is not the 
passive, neutral factor in the economic process it was once thought to 
be, but an active agent, playing a decisive role in the level and bal- 
ance of the economy. So. modern writers stress the flow, rather than 
the mere <|uantity, of money, and they emphasize the influence of 
'the monetary circulation upon the level of production and the phe- 
rmmena of business cycles. In that branch of economics which deals 
with individual prices, or values, there has developed a new tech- 
nique of analysis, based on the adjustment of the individual firm to 
the price sit-i^ation, and using curves of marginal receipts and mar- 
ginal costs. Aibiig with this, the broad zone of monopolistic compe- 
tition, which was neglected by the older writers, has been explored. 
Finally, the theory of international trade has been considerably 
changed. The classical explanation ol the basis for trade, resting on 
a discarded labor theory of value, has given way. in part, to a new 
approach, resting on the differences in price structures in different 
countries, and on the principle of opportunity costs. In this field, 
too. the changes in monetary systems, and the growth of trade re- 
^^strictions, have necessitated some revision ol the older teachings con- 
cerning the mechanism ol foreign exchange and the balance of inter- 
national payments. 

It became apparent to me several years ago that my older work 
would have to be revised in the light of these developments. Not 
until 1 had gotten well into the task, however, did I realize how 
sweeping the revision was to become. As the work progressed. I 
found that I was rewriting the greater part ol the earlier book. 
Hence, it seemed wise to niodily the title, so that it now reads. 
Principles of Economics: A Fiestalenienl. The change in title is not 
meant to imply that I, out of my own thinking, have rec:ast the frame- 
work of economics; it is merely a recognition ol the significant contri- 
butions which a number of brilliant writers have recently made. 

In the present work, 1 have rewritten the chapters dealing with 
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the topics mentioned above, as well as those dealing with certain 
other subjects in which my thinking has undergone some develop- 
ment. So, the chapters devoted to the time element in production, 
tlie combination of productive agents, the monetary system and its 
relation to the problem ot economic instability, individual prices (or 
values), and international trade, are almost entirely new (in the sense 
that they differ from earlier editions of my Principles). I Iiave also 
rewritten considerable portions of the chapters dealing tvith the 
scope and definition of economics, and the sharing (distribution) of 
income, with particular reference to interest. To make room for the 
expanded discussion of these subjects. I have found it necessary to 
omit some of the less important parts of the previous editions, and 
to condense and rearrange certain other portions. A few of the chap- 
ters, however, remain substantially as they were before. Taking the 
book as a whole, about two-thirds of it consists of new material and 
about one-third stands with only minor changes. 

My chief task in this, as in the original book, has been to explain 
current economic principles in such a way as to make them teaeft- 
able. If I have made any other contribution, it can probably l>e 
summed up in two words — refinement and synthesis. When new 
ideas are first announced, they seem to represent radical departures 
which threaten to uproot the views which have previously been 
held; but it is my belief that constructive change in economic prin- 
ciples (as in most things) comes about by evolution, ratlier tlum by 
revolution. Therefore, it is to be expected tliat the current doc trines, 
some of which seem so novel, must be integrated with the existing 
body of principles. It will then be seen tliat the new developments 
do not constitute an uprooting of established teachings, but a seiies 
of corrections and additions wliich improve and perfect the older 
theory. Since this work of integration has not hitherto been fully 
accomplished, I have endeavored to further it, by weaving the mod- 
ern views into the traditional fabric of economics. Tins has called 
for some reformulation of the old ideas, as well as of tlie new: f>ut 
I Iiope that I have not dealt unjustly, or too violently, with either. 
Examples of what I have called refinement may perhaps be found in 
my chapter dealing with P/ie Tiine-consnming Producf iofi Process, 
and in my treatment of Say's Law. There may be some work of .syn- 
tliesis in my chapters on Incliviclual Prices (wftere I have tried to 
unify the recent teachings concerning the individual firm and mon- 
opolistic ccmipetition with the Marsliallian type of value tlteoty), 
and in my discussion of The Basis of International Trade (where I 
have tried to restate the law of comparative costs in terms whic fi will 
reconcile it with the scarcity and price structure approach of Ohlin). 
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I have also ventured to introduce a few changes in terminology 
which I hope will make for greater accuracy of statement and clarity 
of thought. Throughout, it has been my endeavor to reveal the unity 
that characterizes the body ol economic principles- 

It is somewhat unfortunate for both teacher and student that, as 
economic principles evolve, they become more complex. Value the- 
ory is not quite as simple, when the individual firm and monopo- 
listic competition are introduced, as it was without those elements. 
The mechanism of international trade becomes more involved, when 
nominal currencies and exchange controls have to be considered, 
in addition to gold standard monetary systems. However, it has al- 
ways been my view that difficulties in economics should be met, not 
by omission, but by clarity of presentation. Therefore, I liave not 
tried to simplify at the expense of accuracy or realism. I have en- 
deavored, rather, to help toward the understanding of complexities 
by orderly arrangement, careful, step-by-step development of ideas, 
numerous diagrams, and copious illustrations. 

Some of the material here incorporated was intended to make its 
first appearance in another work, upon which I have been engaged 
for some years with the collaboration of my friend and colleague, 
Professor William W. Hewett. Because the completion of that work 
has been somewhat delayed. Professor Hewett has kindly consented 
to my use of it here. I am furtlier indebted to him in other ways. He 
and his staff have used certain chapters of this book in their classes 
at the University of Cincinnati, and have given me the benefit of 
their criticism and advice. As a result of this, the chapters dealing 
with individual prices Iiave been considerably improved. More than 
that. Professor Hewett and I have exchanged ideas on so many 
phases of economic theory over a period of years that each has greatly 
influenced the thinking of the other. Therefore, he is entitled to 
credit for a share in whatever there may be of constructive contribu- 
tion in tliis volume. I have also benefited by Professor Raymond T. 
Bowman’s Iielpful criticism of my chapters on prices. 

It goes without saying that the source of most of my thinking is 
to be found in the writings of the many economists, past and present, 
who liave built up. through the years, tlie structure of economic 
principles. Moreover, I owe specific debts to particular writeis. here 
and there, which I have tried to ac knowledge in the Refer (mces and 
Sngg^estions for Further Reading appended to each of the chapters 
within, I am also grateful to Messrs. James M. Dawson and Irving B. 
Kravis for assistance with the proofreading. 

Raymond T. Bye 

University of Pennsylvania, May 1941 



NOTE 


Sales of this work have been so gratifying that several new print- 
ings of the Fourth Edition have become necessary. 1 have taken 
advantage of these to make some minor improvements. A few passages 
have been reworded so as to secure greater accuracy and clarity, some 
refinements have been made in the drawings, and a number of typo- 
graphical errors that escaped the original proofreading have been 
corrected. 

R. T. B. 

June 
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INDUSTRY AND ECONOMICS 


A. An Illustration of Modern Industry 

The Stages of Production. — The nature and scope of economics 
can be explained by an illustration. Consider some familiar article of 
common use, such as a textbook. It seems a simple object, yet a mo- 
ment’s reflection on its origin, and the means by which it comes into 
its owner’s possession, will serve as an admirable example of the com- 
plex workings of modern economic activity. 

One obtains the book, probably, from a dealer, who keeps a retail 
shop for the sale of such articles. His store in itself is a complex affair. 
On his shelves are thousands of books of various sorts, representing 
many departments and derived from numerous sources. Behind the 
counters are a number of clerks to wait upon the customers’ needs, 
and the shop is equipped with fixtures, show windows, and numerous 
facilities created to aid in bringing the book readily into the posses- 
sion of purchasers. 

The dealer secured the book from a publisher, who attended to 
the business of having it printed, bound, advertised, sold, and shipped 
to its destination. Tlie materials for the book were obtained from 
various sources further back in the stages of industry. The paper on 
which it was printed was obtained from a paper mill, which rolled it 
from pulp, crushed from spruce timber, cut, possibly, in the vast for- 
ests of western Canada. He secured the cloth for the cover of the book 
from a dealer in such goods, who acted as a middleman between him 
and the manufacturer who wove the cloth. If we trace this to its be- 
ginnings it will take us, through the various stages of weaving, spin- 
ning, baling, and ginning, back to the cotton plantations of the sunny 
South. But the color of the cloth leads in other directions, through 
the processes of dye making in this country, or, possibly, to the chemi- 
cal industry of Germany. The title on the cover is stamped in gold 
leaf, derived, it may be, through many intermediate stages, from the 
gold mines of South Africa. The ink used in the printing will lead us 
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to the making of lampblack and linseed oil; the glue used iii the bind- 
ing can be traced to the great meat-packing houses of Chicago, and 
from there to the cattle ranches of Texas or Argentina. Thus the book 
is a combination of many materials, each produced through a long 
train of processes from some elementary product of mine, forest, or 
farm. 

The Auxiliary Industries. — Nor is that all. Indirectly, many other 
industries have contributed to the process. The store where the book 
was purchased, the establishment in which it was printed and bound, 
and the many other factories along the intricate path of its produc- 
tion, were built of stones, brick, glass, lumber, and similar materials 
which lead through the building trades to the clay pits, stone quar- 
ries, sand beds, and timber forests of various parts of the nation. The 
marvelous presses used in the printing, and all the other machinery 
that entered into the paper making, cloth weaving, ink manufacture, 
and so on, lead back to the iron and steel industry, and the iron and 
coal mines of Pennsylvania or other states. 

Entering still more indirectly into the manufacture of tlie book, 
but no less important, are certain other agencies which are vital to the 
activities of modern industry. The materials which come from so 
many different parts, not only of the United States, but of the world, 
were brought together by ocean steamships, railroads, motor trucks, 
delivery wagons, and similar conveyances. Eacli of these involves a vast 
industry which has thus contributed to the manufacture of tfie prod- 
uct. Modern industry is not limited to a single region, l>ut extends its 
enterprise over the entire globe. In such industry, efficient means of 
transportation are of primary importance, and without it the civiliza- 
tion of today could not exist. The railroads liave justly been called tfie 
arteries of commerce. 

It is likely that the merchant from whom we !>ought the hook bor- 
rowed money from a bank in order to lay in his stock, in anticipation 
of its future sale. The publishers of the book had similar dealings 
with banking institutions, and throughout the wliole chain of indus- 
trial processes the closest relations f>etwecn bankers and manufac- 
turers would be found- The whole banking system, then, was involved 
in our purchase of the book, and indirectly was a \ cry important aid 
in its production. 

Even the government was involved. The dealer, who sold us the 
book, was able to depend upon the security of his business (<>ntra('ts 
by the power of the state; his stock of books was protected from rob- 
bery by policemen employed by the city. He prol>abIy paid a license 
fee to the government for the privilege of maintaining his store, and 
this fee was one of the items that went into the price which he 
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charged. If the dyes were imported from abroad, a tariff was paid to 
our government and this was a factor in the price of the cloth that 
went into the binding. So we would find that in many other ways the 
activities of the government were concerned in the processes by which 
our book came into existence. 

Labor. — A great deal of labor, both physical and mental, went into 
the making of the book. The author put into it not only his own 
thought and effort, but drew upon a great fund of knowledge accumu- 
lated by many writers both past and present. The dealer, and all the 
managers of the various factories and establishments in the chain of 
auxiliary processes, used their training, experience, and managerial 
skill, each in his own field. The actual handling of the materials, from 
their origin in mine, forest, and field to the finished book, was done 
by countless laborers, skilled and unskilled, who contributed to the 
final product. 

Sharing the Product. — Each individual who had any share in the 
process received a reward for that share. The dealer from whom the 
book was purchased made a profit on the transaction; so did the pub- 
lisher, the paper manufacturer, and all the other business men whose 
part in the production of the book we have analyzed. The clerks in 
the bookshop, the compositors and pressmen in the printing room, 
the railroad men who handled the goods in transit, and all the other 
laborers were paid for their services. The bankers who helped to 
finance the various undertakings, the landowners of the various prop- 
erties, and everyone else who in any way played a part in the produc- 
tion of the book, received a compensation, taken out of the price that 
was paid for it. 

The Flow of Money and Goods. — This was made possible by the 
use of money. When one purchases the book, he pays for it, let us say, 
tw^o dollars. These dollars, and those of many other purchasers who 
buy his wares, the dealer passes on to his publishers, his clerks, his 
landlord and other creditors; and a portion he retains for himself. The 
publisher, with the dollars he receives from the dealer and many 
other dealers, pays his employees, and buys his paper, ink, cloth, glue, 
gold leaf, etc. The producers of these latter commodities, in turn, 
pass on a share to persons in the preceding stages of production. Little 
by little, portions of the money are diverted from the stream in the 
form of wages to employees, profits to employers, and so on, to be spent 
by them for more books — or food, or clothing, or any other needs, in- 
stead of being passed on to producers further down the scale of pro- 
duction. Eventually all of it is thus restored to the hands of men and 
women who would spend it, not in the production of books or other 
goods, but in purchasing things for their own use. Thus, in the pur- 
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chase of the book, a flow of money is started from the users of the 
book, down through all the stages of industry until finally it gets bark 
into the hands of users again. There is a corresponding flow of cloth, 
glue, paper, ink, gold leaf, dye. and finished books in the op|)o.site 
direction. At every stage in the process of producing the book there 
was an exchange of money for commodities or services. Tfiroughout 
all of modern industry there is thus a continual flow of money in one 
direction and of goods in another. We are so accustomed to the use of 
money that we seldom stop to think of the nature of the functions it 
performs. It is an all-pervasive feature of tlie modern industrial world. 
Its importance can hardly be overestimated. 

Industry a System. — Our consideration of so common an object 
as a book and the way in which it comes into one's possession has led 
into a maze of complexity. We have seen that the purchase of the book 
is only the culmination of a long and intricate series of operations 
which extends into the printing, cotton, paper, rneat-pa< king, iron and 
steel, building, dye, banking, transportation, and many other indus- 
tries, and which reaches into various parts of the United States and 
even into far distant portions of the globe. It is prof>al>le that, if we 
were to push our analysis far enough, it would be found to reach 
throughout the whole of the modern industrial system and into the 
four corners of the civilized world. The same is true of any otfter 
object. Had we chosen a pencil, a necktie, or a lam!> cliop), our study 
would have pushed us through the same long chain of production 
and into equally distant regions. In short, every one of the coitunodi- 
ties in use in our daily life is here as a result ol the vast, intricate, and 
far-reacliing modern industrial system. 

The most remarkaffle fact about this complex industry is that it is a 
system. Vast labyrinth of intricate, winding |)aths, it vet moves with 
precision towards a set purpose, and from its workings there emerges 
a continuous flow of finished commodities to meet the needs of hu- 
man existence. In some mysterious way its various parts arc so co- 
ordinated as tocofiperate towards definite ends, and while at times its 
actions may be clumsy and inefficient, on the whole it ac cornplishcs its 
purpose. Moreover, its activity is entirely spontaneous. No consc ions 
hand directs its p roc esses. No autocrat or far-seeing mind dictates how 
each of its parts shall move to produce the desired result; yet hv the 
separate actiems of each individual part, working in its envn wav. the 
result is attained. The system just grew naturallv; yet it possesses 
order, and therefore it must be working in acrordance with principles 
that observation and study will reveal. 
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B. The Development of Modern Industry 

Conditions Preceding the Industrial Revolution. — We can under- 
stand better the workings of this order if vve first learn something of 
the historical development which brought it about. A detailed knowl- 
edge of this history is not necessary to an understanding of economic 
principles, so only the barest sketch of it will be attempted here. 

The beginnings of the present industrial system are to be found in 
England. That country, prior to the middle of the eighteenth century, 
was mostly rural. The masses of the people were little better than 
serfs, living on the great landed estates of those days under the dom- 
ination of a proprietor or lord. These estates were called manors. The 
simple people devoted themselves mainly to agriculture, cultivating 
the scattered plots of land assigned to their families by long established 
custom. As the methods of agriculture were crude, they made but a 
bare living for themselves. The important thing to bear in mind about 
these early English manors is that they were rather isolated communi- 
ties, having but little contact with other parts of the country. Each 
was an economically self-sufficient unit; that is, it provided most of 
its own needs by the produce of its own labor. The peasants — or vil- 
leins, as they were called — raised enough food for their simple diet, 
made their own clothes and built their own small cottages or huts. 
Only a very few commodities, such as salt and iron, had to be obtained 
from outside the boundaries of the manor. Consec|uently there was 
very little trade. Being little trade, there was not much use for money, 
and not much of it circulated in those days. The people had few lux- 
uries, except tiie lords, who were comparatively well-off because of 
the contributions in labor and goods which the villeins had to make 
to them. In all respects the industry and life of the people were simple 
and primitive. 

Some towns existed, but they were nothing like the great cities of 
modern times. They were primarily for purposes of defense and trade. 
There were shops and traveling merchants, but no great manufactur- 
ing enterprises such as we are accustomed to. What industry there 
was was carried on by skilled artisans, who were carpenters, smiths, 
wheelwrights, tailors, and so on, fashioning their products by hand 
witliout complicated machinery. A number of these artisans would 
be employed in a single shop. At the head of tlie shop was a master 
workman; his assistants were apprentices who must serve under his 
direction for a term of years before they could become masters in 
their turn. We can see that in this association of master and apprentice 
there was a relationship very different from that which exists today 
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between the wealthy capitalist employer and his wage-earners. This 
early type of artisan industry was known as the handicraft system. 

We see, then, that England prior to the Industrial Revolution pos- 
sessed a number of distinct economic characteristics: it was mainly 
rural and therefore agricultural; its manorial communities were eco- 
nomically independent; hence, there was little trade or use of money; 
its towns were small and few, characterized by some commerce and 
handicraft industry. 

The United States at this time, while it did not have the feudal istic 
system of manors, with their lords and villeins, was in some respects 
very much like England. Frontier conditions prevailed. At first each 
individual was his own master, wresting from nature, very largely by 
hunting, trapping, and chopping, his own means of livelihood- There 
developed then a crude kind of agriculture, in which the land was 
roughly cleared and, because of its virgin richness, it grew abundant 
crops with very little effort on the part of its cultivators. In time a 
more careful system of agriculture developed. As in England, there 
were few towns, little commerce or manufactures, economic self- 
sufficiency, and not much use of money. 

For some time prior to the middle of the eighteentli century several 
developments in European affairs were taking place which were des- 
tined to have effects on both sides of the Atlantic. The discovery of 
America opened up rich mines of gold and silver. The Spaniards, who 
obtained most of these precious metals, traded them with otfier Euro- 
pean countries for merchandise of wliich they were in need, and so 
they came into general circulation as money. Money made trade much 
easier to carry on, and so stimulated its growth. Other things were 
happening to increase this trade development. Tlie Crusades Itad given 
Europeans a taste for oriental wares, and some commerce with tlie 
East developed as a result. Englislimen also began to discover tfiat tfiey 
could carry on a profitable trade selling wool on the continent of 
Europe. This was stimulated by a great plague, known as the Black 
Death, which in 1554^ killed from a third to a half of the population 
of England, causing a scarcity of labor on the manors. Sheep-raising 
requires large land areas but not much labor. The lords tlierefore 
turned their manors into the paying sheep ranc:hes, expelling tiie re- 
maining peasants from their small land holdings and forcing them 
into the towns. 

This made possible a new development in industry known as tfie 
domestic system. The presence of a labor supply in the towns caused 
an employer class to spring up who assumed the direction of simple 
industrial processes, such as weaving, and hired other workers to carry 
on the labor. Since the process required no elaborate machinery or 
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factory building, the employer usually merely furnished materials to 
the workers, who took them home to work upon and brought back the 
finished product, for which they were paid wages. The artisans who 
did this work often were small agricultural peasants whose main in- 
dustry was farming, but who had a loom upon which they did weaving 
on the side. It is easy to see that in this domestic system the beginnings 
of a factory system are to be found. All that was needed was a larger 
extension of commercial markets, making it possible to carry on pro- 
duction on a large scale, and the development of machinery and steam 
power. The former expansion was already in process because of the 
growing trade between England and the rest of the countries of Eu- 
rope which has been described. The latter development was about to 
take place. 

Xhe Industrial Revolution. — Beginning with 1767 there began a 
series of remarkable inventions in spinning and weaving machinery 
in England which completely revolutionized the woolen industry of 
that country. The most important of these were the spinning jenny, 
the mule, the water frame, and the power loom. The perfection of the 
steam engine at about this same time made possible the application of 
steam power to this mechanical spinning and weaving machinery, and 
ushered in the modern factory system. Soon the new power was ap- 
plied to other industries, until gradually it came into general use. The 
development of machinery must of necessity be based upon the use 
of iron and steel. Of no little importance in hastening the change that 
took place, therefore, were various improved processes for the pro- 
duction of iron and steel which were introduced during this period. 
The invention of the locomotive and steamboat were equally signifi- 
cant. Stephenson constructed a practical locomotive in 1814. Within 
the next twenty-five years there was a tremendous development of 
steam railroads throughout the country. In 1819 the First steamboat 
crossed the Atlantic and ushered in the era of fast ocean transporta- 
tion. 

The transformation which these various inventions and improve- 
ments, following each other in rapid succession, made in the indus- 
try of England was rapid and violent. The old handicraft and do- 
mestic industries were completely displaced by the machine process. 
The growtl) of large factories took place by leaps and bounds, and the 
cities of England increased in population at a rate which was truly 
remarkable. Within less than a century the manorial, handicraft, and 
domestic systems of industry were swept away; great manufacturing 
cities sprang up in their place, and England became an urban rather 
than a rural nation. 

These changes were soon echoed in the rest of Europe and in the 
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United States. As has been pointed out, in the early days of the Ameri- 
can colonies manufactures were almost unknown, and such manufac- 
tured goods as were needed had to be imported from the mother 
country. Manufactures began to develop in New England, however, 
prior to the Revolutionary War, and after the United States became 
independent they rapidly expanded. Xhis took place at about the time 
when the Industrial Revolution was beginning to make itself felt in 
England, and the new mechanical devices, the steam engine, and the 
locomotive, were not slow to find a fertile field in America. Great cities 
grew up like mushrooms along the harbors, such as New York and 
Philadelphia, The period from 1830 up until almost the end of the 
century was one of great railway building and general industrial ex- 
pansion, which rapidly transformed the United States into a great 
manufacturing and commercial nation. Meanwhile agriculture be- 
came much more productive, due to improved methods that were in- 
troduced. Thus was the modern system of industry born. 

C. The Nature of Economics 

The Subject-Matter of Economics. — The preceding paragraphs 
have sketched very briefly some of the characteristics of our industrial 
system, and something of the historical development by which it came 
into being. Two aspects of this system will henceforth engage our at- 
tention, viz.: its structure, or organization, and its functioning, or 
process. We shall want to learn of what the wealth and income of 
a nation consist, how business enterprises are organized, what is the 
nature of banks, what different kinds of money are in use. and so on. 
These things constitute the anatomy of the industrial body — its flesh 
and bones, as it were. But if we are to get a real understanding of 
economic life, we must look into its physiology — that is, the function- 
ing of its various parts. We must inquire how business organizations 
operate, what influences guide production into its various channels, 
how money circulates from hand to hand in tlie processes of exc hange, 
and what arc its effects, how prices come to be established for different 
products, how the various participants in industry gel paid for their 
services, and all the many activities of the business world. These are 
the types of questions which economics considers. The industrial or- 
ganization and its processes constitute its subject-matter. 

Desires and Scarcity. — The term “economics” naturally rails to 
our minds the familiar words “economy” and “economize.” There is 
a kinship between all three of these words because the economic proc- 
esses that go on in society are, in fact, performing an economizing 
function for human society. It is necessary to economize because t!ie 
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desires of man outrun the means of satisfying them which are at his 
disposal. Most of us are so constituted that we want a great many 
things, and our wants are capable of almost indefinite expansion. We 
are not satisfied with the mere necessities of food, clothing, and shel- 
ter, but we want a richer and more varied diet, more beautiful and 
elaborate wardrobes, more substantial and luxurious houses, more 
comfortable and more elegant furnishings; we want automobiles, ra- 
dios, sporting goods, theaters, motion pictures, cameras, and many 
other things too numerous to mention. If we are fortunate enough 
to improve our mode of living, our ambition leaps ahead to still more 
delectable possessions, so that our desires appear to be quite insatiable. 
On the other hand, the means of satisfying those desires are limited 
in quantity. Most of the things we want have to be produced by human 
labor, and there are only a certain number of human beings to do the 
work, and they have a rather limited amount of energy to devote to 
productive activity. The natural resources upon which they must 
depend for the materials out of which to make the many products 
which we desire are likewise limited. There is only a certain amount 
of land available for use, and the minerals or timber that can be ob- 
tained from it, or the crops that can be grown upon it, are likewise 
limited. Therefore, the quantity of things which industry can pro- 
duce is somewhat scarce, in relation to the desires of the people. 

It is this scarcity which confronts us with the problem of economiz- 
ing. Since we cannot gratify all of our desires, we have to decide which 
ones are to have priority. Somehow, decisions must be made as to the 
directions which productive activity shall take, what things shall be 
produced and in what quantities, and what things shall be sacrificed. 
Moreover, in carrying on production, we must strive, as far as possible, 
to avoid waste, in order that the scarce means at our disposal may go 
as far as possible toward meeting our multifarious wants. The indus- 
trial system has been evolved to perform this function. Its processes 
constitute the means adopted by human society to reconcile the antith- 
esis between unlimited desires and scarcity. For this reason, eco- 
nomics is sometimes called political economy or social economy — that 
is, the economizing process of a political state or of society. 

Economics a Social Study. — It is important to emphasize the social 
aspect of this subject. The term social refers to people in groups, in 
societies, in their relations with one another, rather than as separate 
individuals. Some branches of learning are confined primarily to the 
study of individuals. For instance, physiology and psychology (except 
social psychology) analyze the behavior of the individual body and the 
individual mind as separate units. But economics, like history and 
sociology, deals with human beings in their relations to each other, 
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and it describes group phenomena. Because most of us have viewed 
economic life from our own individual standpoint and studied the 
effects of the business world upon our own interests, the social point 
of view of the economist may seem a little strange, at first. The head 
of a business concern sees himself as the center of a little world, and 
he thinks of business operations in terms of how they affect him; he is 
not likely to see himself as part of a great system, as a cog in a ma- 
chine of vast proportions. The economist takes the latter point of 
view; he is not much concerned with the individual business man; 
he sees only a whole class of business men performing a certain soc ial 
function and behaving in certain ways that affect the community. He 
analyzes the relation of such business men to other parts of the in- 
dustrial system, and looks at it all from a community statidpoint. C4on- 
sequently, the economist’s description of a business is very different 
from the picture which any individual business man, relying upon 
his own experience, would draw — just as a human being, viewing a 
forest from a trip through it and around it and above it, would get a 
very different picture of the woods from that seen by a tiny insec t 
living upon a single leaf within it. To this broad point of view the 
student must adjust himself. This will become natural and clear as 
we proceed with our study. 

A Definition of Economics. — If we gather together the ideas con- 
cerning the nature and subject-matter of economics developed in the 
immediately preceding paragraphs, we will see that it can be defined 
in the following terms: Economics is that branch of learning lohich 
deals with the social organization and process by which the scarce 
means of production are directed toivard the satisfaction of human 
wants. This is not the only possible definition of tl>e subject; otficr 
writers may prefer a somewhat different statement. It dc:>es, however, 
express clearly enough the nature and scope of economics. There is 
no reason, therefore, to confuse the student by discussing the various 
other definitions which have been proposed. 

The Scientific Attitude in Economics. — Economics is sometimes 
represented as a branch of science, but not all economists would so 
designate it. The essence qf science is the method which it uses, and 
the method is one that is not entirely applicable to all aspects of e<o- 
nomic investigation. Let us look into this. 

The scientific method consists essentially of four steps, namely — 
observation, classification, generalization, and verification Scientific 
observation must not be of a casual or vague sort: it must be pains- 
taking and accurate. The scientist accepts no conclusions about plie- 
nomena that he cannot establish as a fact by the evidence of his 
senses, and which cannot be verified by the similar observations of 
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others. In order to get his facts, he examines the things he is studying 
with the utmost care, under conditions most likely to prevent error 
arising from possible bias, carelessness, or self-deception. For example, 
the physicist studies the operation of mechanical forces in a labora- 
tory where ideal conditions can be set up, and he measures the be- 
havior of the forces he is studying with the most precise instruments 
his ingenuity can devise. The biologist dissects each plant and animal 
and examines its parts under the microscope, taking careful notes, or 
possibly photographing what he sees. When the basic facts are once 
clearly established, the scientist arranges and classifies them, guided 
by the natural relationships revealed by the likenesses and differences 
which he finds. This classification, in turn, suggests to him principles, 
or generalizations, which appear to characterize the behavior of the 
phenomena he is investigating. The generalizations at first are merely 
tentative — theories which seem to describe the phenomena — but if, 
after further testing, no exceptions to the principles so developed are 
found, they then become scientific laws whose truth has been estab- 
lished by verification. Charles Darwin established the law of evolution 
in this way. In studying the different species of plants and animals, 
he observed that they merged into one another in such a way that it 
was impossible to draw sharp lines between them. This suggested to 
him that they may have had a common origin, from which they had 
gradually diverged. So, he was able to set forth the theory of evolution 
as a tentative generalization. Biologists have since been attempting to 
verify this theory by seeking evidence of intermediate forms between 
species apparently separated, and by hunting for evolutionary changes 
now going on in animal life. Enough evidence has now been gathered, 
probably, to justify the scientist in setting forth the doctrine of evolu- 
tion as a law. 

The economist, in studying the industrial activities of man, must 
follow this same careful method, as far as possible. However, he is 
somewhat hampered in doing so by the nature of the phenomena 
with which he deals. He cannot establish laboratories where human 
beings, corporations, money, and the various other phenomena of 
economic life, can be examined in test tubes or under the microscope. 
Therefore, he must limit himself to such general facts as can be es- 
tablished by careful observation of what he sees going on around 
him, and by statistical records. In the present stage of its develop- 
ment, economics does not possess a sufficiently large body of pains- 
takingly and accurately measured facts to permit of the strictly 
scientific procedures which are common to chemistry, physics, and 
biology. The economist must, for the present, rely more upon gen- 
eral observation and rigorous logic. He can, however, maintain a 
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scientific attitude toward his subject, and work in a scientific way 
as far as possible. 

It is important to emphasize this attitude in approaching the study 
of economics, because most persons already have in their minds many 
unscientific ideas and beliefs about the industrial world. They start 
out with certain assumptions and prejudices, gathered here and there 
from faulty observation or hasty guesswork, which are likely to lead 
them to erroneous conclusions, F'or instance, a banker has had inti- 
mate personal contact with his little narrow sphere in the business 
world, and may know how to run his institution well; but, because 
he has never made any careful and systematic study of industry as a 
whole, his ideas about the industrial system and its operations may be 
very erroneous and incomplete. The average business man knows 
fairly well how to manage the details of his own business, but he 
knows little of the underlying forces of economic life. He has been so 
absorbed with the tiny niche w^hich it has been his function to care 
for, that he has never had the time or the facilities to study mcjre 
broadly the great mechanism of which he is a part. J ust as an electrician 
can wire a house satisfactorily without any knowledge of the science 
of physics, so one can be a successful manufacturer or merchant with- 
out a reliable conception of economic principles. The student of eco- 
nomics must not be biased by a narrow point of view. He must have 
the open mind of the scientist, ready to see the facts as they are, and 
prepared to modify many ideas which he now possesses. This is not 
easy to do, but it is necessary if one is to arrive at any real understand- 
ing of the subject. 

Pure Economics, Economic Ethics, and Applied Economics. — The 
final end and justification of all learning is to be found in its contribu- 
tion to human welfare. Knowledge of economics should, therefore, 
enable us to improve the economic process, so that it may satisfy more 
fully the wants of man. However, investigation must precede reform. 
Just as the physician must have a thorough understanding of anatomy 
and physiology, before he can diagnose diseases and prescribe rem- 
edies for luiman ailments, so the student of economics must first be- 
come thorouglily familiar with how the industrial system now furtc- 
tions, before he is able to appraise its merits and defects or suggest 
measures of reform. There are, indeed, three phases of economics, 
which represent successive steps that must he taken in dealing with 
the practical problems of the economic world. These may be called 
pure ec onomics, economic ethic's, and applied economics, resnectively. 

It is tlie first task of the economist to exolain how the industrial 
system works, and xvhy. At this stage, he seeks merely to describe the 
business world and its workings. That is pure economics. To explain 
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how the system works is neither to justify it nor to condemn it; it is a 
simple statement of facts, a mere description of phenomena. This is 
comparable to the work of the pure chemist, who studies how the 
elements of matter behave, their combinations and relationships, re- 
gardless of what use is to be made of this knowledge. In his laboratory 
he discovers that a certain combination of substances will produce a 
high explosive and announces this fact to the world. The coal op- 
erator can use this knowledge to blast coal from its bed, but so can 
the militarist use it to blow up a ship. The chemist has no concern, 
as a chemist, with the ethics of either application. So, in economics, 
we can discover principles which explain what fixes the amount of a 
man’s wages, regardless of whether the wages of a given workman are 
high enough to keep him in comfort, or so low as to keep him in pov- 
erty. We must not allow our sympathy for the poor to bias our analysis 
of how wages are fixed and what functions they perform in the eco- 
nomic process. 

After we have acquired a knowledge of economic institutions and 
processes, however, it is important to ask whether they serve their 
purpose well or ill. We must appraise them in the light of our stand- 
ards of right and wrong, and try to reach some conclusion concerning 
their effects upon human welfare. This is economic ethics. It is com- 
parable to the work of the physician in studying the effects of different 
foods upon the human body. It is not solely a question of economics, 
but also of ethics, and it requires intuitive insight and personal opin- 
ion, as well as mere knowledge of facts and economic principles. It is 
thus somewhat less scientific in character than pure economics. 

After we have acquired an understanding of the economic process, 
and have analyzed it from the ethical point of view, certain desirable 
changes will be indicated. It is then our task to formulate programs 
of betterment based on our knowledge of how the economic system 
functions. This is applied economics. Applied economics seeks to uti- 
lize the knowledge obtained from pure economics and economic eth- 
ics so as most effectively to promote welfare, just as applied chemistry 
takes the results of laboratory investigations and puts them to work 
for men’s purposes in industry, and just as the physician prescribes 
treatment for a sick patient. But it is important to recognize that, 
before we can undertake to pass judgment on present economic ar- 
rangements, we must understand thoroughly just what those arrange- 
ments are and how they work. If we seek to remedy industrial defects 
without such knowledge, we are likely to come to grief. A study of 
pure economics, therefore, should precede the study of economic eth- 
ics and applied economics. 

This book is primarily a text in pure economics. Its purpose is to 
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give its readers a knowledge of the fundamental principles at work in 
the industrial system. For the most part, it will avoid questions of 
welfare, it will refrain from passing judgments of praise or condemna- 
tion upon our institutions, and it will not suggest remedies for defects. 
This is not because these things are not important — they are of vast 
importance; but it is because they cannot be considered intelligently 
until after the student has grasped thoroughly the first principles of 
pure economics. If human interest compels us at times to depart from 
this rule to indulge in a little criticism or praise, or to make a sugges- 
tion for reform, it must be regarded as a digression which lies outside 
the main task to which this work is devoted. In another volume, the 
author (in collaboration with one of his colleagues) has considered 
some of the fascinating problems of economic welfare with which ap- 
plied economics deals.^ 

In the present work, then, we shall discuss such questions as how 
production is carried on, what are the nature and functions of banks 
and of money, what fixes the prices of commodities, what determines 
the size of the incomes, of different individuals, and many similar 
matters. In the other volume referred to are considered some of the 
problems that arise out of these phenomena, such as, how our produc- 
tive system can be rescued from the periodical cycles of prosperity and 
depression to which it is sub ject, what system of banking and currency 
is best, how prices can be regulated and monopolies controlled in the 
interests of social justice, whether or not the present ineciuality of 
incomes is fair and how a just system of income distribution should he 
regulated, whether socialism or some other form of economic organi- 
zation promises hope of greater welfare than our present system, and 
a host of equally important and interesting questions. 

Summary 

A simple example of an ordinary commodity, such as a textI>ook, 
showed us that the processes of modern industry are exceedingly in- 
tricate. reaching back from consumers, through a long line of pio- 
ducers, auxiliary industries, and institutions, to points distant in hcuh 
time and space. This intricate complex of processes is nevertheles'^ a 
somewhat orderly, systematic whole, working in accordance with dis- 
coverable principles, to provide us with the necessities and conven- 
iences of life. 

Our industrial system originated in F.ngiand, where a series of re- 
markable inventions, extending from the middle of the eiglueenth to 
the middle of the nineteenth centuries, overthrew the old manorial 
1 Raymond T. Bye and William W. Hewett, Applied Economics, 3rd edition, 1938. 
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system of agriculture and the handicraft and domestic systems of in- 
dustry, and set up the factory system in its place. These inventions, 
carried over to America, transformed the United States from a fron- 
tier agricultural nation into a great industrial country. These changes 
are known as the Industrial Revolution. 

The industrial organization so developed, and its processes, consti- 
tute the subject-matter of economics. Economics is sometimes called 
social economy, because the function of economic activity is one of 
economizing scarce resources, in order to make them go as far as pos- 
sible toward satisfying our boundless wants. Economics is a social 
study — that is, it deals with men in their relations with each other; 
it looks at things, not from the individual, but from the community, 
viewpoint. Economics may be defined as that branch of learning which 
deals with the social organization and process by which the scarce 
means of production are directed toward the satisfaction of human 
wants. As far as possible, economics follows the scientific method of 
careful, unbiased observation, classification, generalization, and veri- 
fication. Pure economics describes the industrial system as it is; eco- 
nomic ethics appraises its effects for good or ill; and applied economics 
develops a program for improving it. This book deals primarily with 
pure economics. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

In Henry Clay’s Economics^ an Introduction for the General Ftectder 
(American edition, 1920), Chapter I, there is an interesting survey of the 
nature and purpose of economics, from which I have gained some helpful 
ideas for the first part of this chapter. A more exhaustive analysis is that 
of J. N. Keynes, The Scope and Method of Political Economy (London,^ 
4th edition, 1917). Some very illuminating discussion is also contained in 
Lionel Robbins’ An Essay on the Nature and Significance of Economic 
Science (London, 1932). I have set forth more fully my own ideas on the 
nature of economics in an article entitled The Scope and Definition of 
Economics, published in the Journal of Political Economy, Vol. KLVII, 
pp. 623-647 (October, 1939). 

H. L. Beales presents an excellent, concise summary of the development 
of modern industry in The Industrial Rex'olution, ly ‘yO—i8<yO (1928). Ar- 
nold Toynbee, Lectures on the Industrial Ftexjolution (new edition, Lon- 
don, 1908) is still a valuable reference on this subject. See also the article 
Industrial Kextoliition , in The Encyclopedia of the Social Sciences. A use- 
ful short summary of the evolution of modern industry is in the opening 
chapters of J. R. Turner’s Introduction to Economics (1919). 

Note: The references and suggested readings appended to each chapter 
of this work are not at all intended as a complete bibliography. Rather, as 
their title implies, they are meant only to guide teachers and students 
in selecting collateral reading or in finding further information, where 
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there is a wish to probe a little deeper into the subjects discussed. At the 
same time I have taken advantage of this opportunity to make acknowl- 
edgments, where due, to particular sources from which I have obtained 
material or suggestive ideas. 
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PRODUCTION AND RELATED CONCEPTS 


A. Production and Income 

Goods and Utility. — It is the task of industry to supply society 
with the products which its people desire. Some of these products are 
tangible, material things — such as foodstuffs, articles of clothing, 
houses, furniture, radio receiving sets, medicines. Others are non- 
material — ^such as medical advice, theatrical performances, radio 
broadcasts. We shall call the material products commodities ^ and the 
non-material ones services. Both commodities and services are known 
in economics as goods. If we use tlie term utility to denote that quality 
of anything which makes it desired by human beings, we may define 
a good as anything that has utility. A dwelling house, a plate of ice 
cream, and the air we breathe are all goods, because people desire 
them. 

Some goods, such as air, or ocean water at the seashore, are so plenti- 
ful that everybody can have all that he wants of them. No one lias to 
exert any effort to produce them, and they are not the object of eco- 
nomicendeavor. Therefore, the economist is not concerned with them. 
They are called free goods. Other goods are not so plentiful. Either 
there is a natural scarcity, as in the case of diamonds and deposits of 
rare metals, or they can be produced only by the exertion of human 
effort, as in the case of shoes, steel rails, or bread. These are the object 
of economic endeavor: hence they are called economic goods. Eco- 
nomic goods may be formally defined as those goods which are scarce, 
relatively to the desire for them, or whose production requires effort. 

It should be pointed out that the term utility, as used in economics, 
has no ethical significance. When we say that a good has cjualities 
which make it desired, we do not mean to imply that its effects upon 
us are necessarily beneficial. Men desire things, sometimes, whicli 
they would be better off without. They may crave stimulation or 
deadening of the senses, as well as nourisliing fcjod. Whiskey and 
opiates gratify the desire for the former just as bread gratifies the 
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desire for the latter. Regardless of the injurious effects of the former 
and the beneficial effects of the latter, they are all goods, and possess 
utility. 

Production. — It is the function of industry to produce economic 
goods. Such goods, therefore, constitute the product of industry. This 
statement needs some further explanation, for it involves a conception 
of industry, and of production, somewhat at variance with popular 
usage. Many people confine the term industry to manufacturing op- 
erations; they do not include such activities as agriculture, whole- 
sale and retail trading, lecturing and teaching, within the ordinary 
meaning of that word. But we shall use the word industry in the 
broadest possible sense, to denote all kinds of economic activity. 

There is a similar difference in usage of the term production. It was 
formerly thought that production consisted in the creation of material 
objects, and the labor of a person that did not result in some tangible 
commodity was regarded as unproductive. For instance, a tailor who 
made a suit was considered a producer, but the boy who delivered it 
to the customer was not. Some uninformed persons still hold this view. 
Yet a moment’s reflection will show convincingly that the mere mak- 
ing of material things is not the essence of production. A child may 
make mud pies, or a lunatic may carve curious figures from a stick of 
wood; yet we would not think of these acts as productive. Moreover, 
it cannot really be said that man creates anything material. Matter is 
here, and is both indestructible and unincreasable. We can alter it 
in kind, but not in quantity. All that the tailor does when he makes a 
suit of clothes is to take matter which already existed in one form — > 
that of cloth, thread, buttons, and hair — and change it to another 
form. The product has been made, therefore, only in the sense tliat a 
change in the form of matter has taken place. But even this is not in 
itself production, for the child has also changed the form of niauer 
without producing anything in an economic sense. The difference 
between their t%vo actions is that the tailor has made the matter more 
useful to man, while the child has not. The real essence of production, 
therefore, is in the doing of something useful. What, then, of the de- 
livery boy? Has he not met this test? Surely the suit is more useful in 
the customer’s hands than in the tailor’s shop; therefore in delivering 
it he has done something productive, just as much so as the tailor 
in making it. 

We have learned that when a thing possesses the cpiality of being 
useful to (desired by) man, it has utility. We can say, then, that both 
the tailor and the delivery boy have imparted utility to the suit of 
clothes. This makes their activity productive. We may define produc- 
tion, therefore, as the creation of utilities. 
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The full significance of this idea of production may be made clearer 
by an illustration. Consider again the production of a textbook. What 
is its purpose? It is to impart knowledge. The ultimate product, then, 
is not the book, but the dissemination of that knowledge, to which the 
book is only a preliminary means. The teacher who uses the book in 
the classroom is also working toward the same result. He and the 
author, and all those who had any part in the printing, binding, and 
marketing of the book are engaged in the one process of producing a 
particular kind of knowledge- The teacher does not produce a material 
object, although the printer does; but both are part of the same proc- 
ess of production. The theater is another illustration. One may think 
that the carpenter who constructs the stage is a producer, while the 
actor who performs upon it is not. Yet what is the real product of the 
carpenter’s labor? He and the actor are combining their energies 
toward a single goal — entertainment of the public. It is in the enjoy- 
ment of the theater-goers that the product of the carpenter’s skill and 
the actor’s art are alike found. Since both contribute to this, both are 
producers. 

A utility is not complete when a commodity is in its final physical 
form. The book is not completely produced when it is printed and 
bound, although no further changes in its physical structure will take 
place. For production is not alone the making of the book, but the 
creation of the gratifications which the book helps to yield. It yields 
none while on the publisher’s shelves; not until it is packed and 
shipped to various parts of the country and gotten into the hands of 
its ultimate users can we say that the process of production is com- 
plete. Each individual who has had any share in the packing, ship- 
ping, transportation, or sale of it, by bringing it a degree nearer to the 
point where it is capable of gratifying the desire of the user, has shared 
in itf production, and that production is not complete until it is in the 
hands of the consumer. The economist does not regard it as a finished 
good until that point has been reached. 

Kinds of Production. — The contributions of these various indi- 
viduals in the production of the book are not all of the same sort. 
The printers and binders, the packers and carriers, the wholesalers 
and retailers, and the various persons who handle it in the many 
stages between the raw material and the finished utility, all are help- 
ing to gratify the desires of consumers by quite different sorts of labor. 
Some are making the material thing itself, others are transporting, 
handling, or selling it, while the teacher who later makes use of it in 
the classroom is engaged in still another sort of activity. There are 
thus a number of different ways in which the wants of consumers may 
be supplied, and hence, in which production may be carried on. 
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It has already been shown that, in the printing and binding of a 
book and in the processes which preceded these operations, the la- 
borers were simply transforming the shape or composition of matter. 
This is known as the production of form utilities. This kind of pro- 
duction consists in changing matter from a raw state into a more usa- 
ble form. More persons probably are engaged in this production than 
in any other. It includes agriculture, manufactures, mining and quar- 
rying. 

It has also been shown that, before the production of an article ran 
be said to be complete, it must be gotten into the hands of the con- 
sumers who are to use it. This usually involves shipping or transport- 
ing the article from one place to another. It may be manufactured in 
New England, for use in the South. This textbook, printed in th*e 
East, may be employed by students in a western university. The proc- 
ess of adding to its usefulness by transporting it from the place where 
it is made to the place where it is to be used is the creation of place 
utility. All industries engaged in the transportation of merchandise 
or of people are creating utilities of this kind. 

In modern industry, the processes of production are split into many 
stages, each under the direction of different persons. Tins entails the 
repeated exchange of economic goods from the possession of one pro- 
ducer to another, and finally to that of the consumer himself. It used 
to be thought that an exchange of goods must entail a loss to one of the 
parties concerned. If one individual could make a profit by a trade, 
it was held, the other person in the transaction must suffer a loss 
corresponding to the former’s gain. The truth is, however, that a fair 
exchange is advantageous to both parties. If I buy a book from a 
dealer, its utility to me is greater than that of some other thing that 
my money would have bought, or I would not make the purcliase. I 
have added to my satisfactions by the exchange of my dollars for the 
book. Similarly, if the dealer did not expect to receive more utilities 
from the use of my dollars than he does from the book, he would not 
sell it to me. Both of us, therefore, have increased our enjoyments as 
a result of our bargain. The process of exchange, therefore, acids to 
the utilities of the community, and is a productive operation. Such 
production may be said to create possession utilities. Wholesale and 
retail merchants, and dealers and brokers of every description, are 
producers of this kind of utility. 

There are some commodities whose utility to men increases witli 
time. Old wine is preferred to new because of its superior flavor. .A. 
musician prizes very highly the violin whose great age gives it unusual 
tone and resonance. Ice, which in the winter is a free good because of 
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its great abundance and slight usefulness, has great utility if kept 
until summer, when it is more scarce as well as more useful. It is pos- 
sible, therefore, to add to the gratifications of a community by simply 
storing goods for a time. Such an operation is properly spoken of as 
production, for it adds to society’s income. This kind of production is 
known as the creation of time utilities. The storage industries are 
representative of this type of activity. 

The kinds of production and the corresponding industries so far 
discussed have all dealt with the handling of material goods — the 
extraction and making up into consumable commodities of raw pro- 
duce. their storage, transportation, and sale. If the student has care- 
fully followed the conception of production outlined, however, he 
will realize that many persons in the community are yielding utilities 
not directly associated with the handling of commodities at all. For 
lack of a better term, we may group the activities of all these persons 
under the general head oi service utilities. Embraced under this head 
are all forms of professional and personal service. The learned profes- 
sions include some of our most important producers. Physicians, law- 
yers, teachers, authors, musicians, actors, philosophers, preachers, sci- 
entists, artists — these and many others give us some of the priceless 
things of our civilization. The personal service group is also productive. 
It includes cooks, waitresses, chambermaids, chauffeurs, valets, boot- 
blacks, butlers, manicurists, hairdressers, and the thousand and one 
occupations of similar type. Here, also, are some of the less desirable 
characters, such as the gambling-house proprietor or the prostitute, 
who, injurious and immoral as their activities may be, are nevertheless 
gratifying human desires and are, therefore, producers. The officers of 
government, from president or emperor down to the bureau clerk or 
the policeman on his beat, are performing another kind of want- 
gratifying service for the community. Insurance may also be included 
under the head of service production. 

Unproductive Activity. — Not all the activities of men in industry 
are productive. Some activities do not result in utilities; some, in- 
deed, actually destroy them. 

The most obvious cases of this type are predatory activities, such as 
robbery, piracy, embezzlement, swindling, and the like. Here the ag- 
gressor acquires utilities for himself, but he does so at the expense of 
his victims: there is no net addition to the utilities of society as a 
whole. Often predatory activities are so combined with productive 
enterprise that it is difficult to separate the two. This is the case with 
shady and “sharp” business practices, where the business man en- 
deavors to get something for nothing. Whenever a monopolist exacts 
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an exorbitant price for his wares, or when goods Mve adulterated or 
represented to be what they are not, there is predatory business, and 
such activity is not productive^ 

Certain types of speculation fall in the same category. Xhe legiti- 
mate speculator is productive, because he assists in the creation of time 
utilities. By buying goods when they are plentiful and holding them 
for sale later, at a time when they are relatively scarce, fie makes them 
available to consumers when they are most needed, and thereby per- 
forms a useful function. This will be explained more Fully in Chapter 
VII. However, there are always some persons in the speculative mar- 
kets who cannot be classed as legitimate dealers. Some are amateurs 
taking a plunge on the market; others are bucket-shop gamlilers, who 
bet on a rise or fall in the price of a commodity or of a share ol stot k, 
without actually making a purchase or sale. Tfiese activities, togetl»er 
with gambling, are to be classed as unproductive. This holds also lor 
speculators in real estate. They may gain by a rise in the value ol laud, 
but there is no addition to the utilities of tlie community. 

Advertising presents a mixed case. In some case.s advertising defi- 
nitely adds to the utilities of consumers. By helping them to find tlie 
goods they need, by calling new products to their attention which they 
might not otherwise know about, and by educating them in the use 
of available goods, it undoubtedly yields utility. A vast amount of 
advertisement, however, is purely competitive. Its purpose i.s not to 
inform consumers where goods can be purchased, nor to ediu'ate them 
to new ways of gratifying tfieir desires, but merely to persuade tliem 
to purchase the wares of one producer instead of tfie simihn goods of 
a rival. The tremendous amount of display advertising maintained f>y 
tobacco producers is an example. It is a matter ol comparative indif- 
ference to society which of several brands ol tofiacco one f)uvs. ‘ffie 
essential thing is that his wants should be supplied. I'hey would fie 
supplied without such strenuous advertising. This competitive dis- 
play, therefore, is. wasteful, and not productive.* 

Military activity may or may not be productive. In so far a.s troops 
are used in preserving order, they are performing polic'e functions, 
which, as has been shown, are productive effort. Warfare. howe\er, is 
essentially destructive. From a world viewpoint it is doubtful if it can 
ever be productive. It may conceivably be productive from a national 
viewpoint. Defensive warfare, if successful, would fie productive to a 
nation, in tlie sense tfiat it would prevent tlie destruction of wealth. 
Aggressive warfare could be productive to a nation only if it brought 

1 Competitive advertising might be considered productive indirectly, m that competi- 
tion stimulates eiriciency and weeds out the inefTicient produteis. fnit, even ii Uiis t>e 
granted, u must be conceded that there is some unnecessary waste. 
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an increase of utilities greater than its cost. The costs of modern war- 
fare are so terrific that it is doubtful whether the gains can ever com- 
pensate for the costs. Certain it is that, even if successful, nations very 
seldom increase their economic goods by war. Whether or not there 
are other sorts ol gain, political, ethical, social, or racial, which com- 
pensate for the material costs, it is not within the province of the 
economist to decide. 

Money Income and Real Income. — The stream of goods which 
flows from the productive operations of industry constitutes the in- 
come of the people. This is not at first apparent, for we ordinarily 
think of income as receipts of money during a certain period of time. 
Ask any man what is his income, and he is likely to reply (if he does 
not tell you that it is none of your business!) that it is so many dollars 
per week, or per year. However, in economics, it is important to realize 
that money is primarily a kind of accounting device, like the chips in 
a poker game or a ticket to the opera. It gives the holder a claim to 
goods, and it is the goods which are the really important thing. There- 
fore, in the case of most money transactions, we must look behind the 
money for the goods to which it gives claim. Much confusion is likely 
to result if we do not do this. For instance, a man's money income may 
increase, and we are likely to think that he is more prosperous; but if 
the prices of the goods he buys have risen correspondingly, he is no 
better off than before. We have to look at the goods he gets in order 
to tell how he is faring. Again, a church may supply a house rent free 
to its minister, in addition to the salary it pays him. If we looked only 
at the salary, we would have a false idea of his true income. We must, 
then, look beyond the money for the goods which make up real in- 
come. 

. Let us be inquisitive, and probe further into the income of the indi- 
vidual who tells us that his income is, say, three thousand dollars 
yearly. Let us ask him to tell us, not what are his money receipts, but 
his receipts of goods. We can get the best picture of his real income 
by an analysis of the things he buys with his money. 

With a part of his three thousand dollars he may obtain seats at the 
theater, hire a cook to prepare his dinners, employ a lawyer to look 
after his legal affairs, have his shoes polished by a bootblack, and set 
other individuals to work performing services for him. Evidently, 
then, the sanvices are a part of his real income. All of us are expending 
a part of our income in similar ways. The services of human beings, 
therefore, are one of the constituents of real income. 

With another part of his purchasing power he may rent a house, 
take a vacation trip by railroad and steamboat, pay dues to the golf 
club of which he is a member, and so on. In this case he could not 
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consider the house, the railroad, the steamboat, and the golf links as 
part of his income, for he does not own or have exclusive j>ossession 
of them. He merely enjoys the use of them, along with many other 
persons. Here again we may say that he is receiving services: but in this 
case, they are the services of wealth, instead of huntan beings. From 
the house he gets slielter and all the comforts of home, from the rail- 
road and the steamboat he obtains transportation, and from the golf 
links he derives the pleasure of exercise and play which their use af- 
fords. We may^say, therefore, that tlie services of tvealth are part of 
his real income. 

With a third part of his money income lie may purchase v^arions 
forms of wealth outright. He may buy clothes, food, newspapers, an 
aiitornobile, a radio set, a piano, furniture, and many otlier articles. 
These new commodities, which he acquires during the period of time 
tve are considering, are also included in his real income. 

Finally, it is possible that he may save part of his earnings and invest 
them — perhaps in tlie capital of some business enterprise, perhaps in 
a new house for himself. This case does not differ essentially from the 
ordinary purchase of commodities. For instance, if he invests his sav- 
ings in the stocks or bonds of a corporation, the latter will spend the 
money so obtained in enlarging its plant or in purdiasing e<piipment; 
then the investor may be said to have ac<{uired part ownersliip of. or 
an interest in the new wealth so accumulated. If lie puts his money 
in a bank, the bank will lend it to business men, and again new wealth 
will be purchased with it. If he invests it in a house for himself, it is 
plain that fie has bought a new commodity, just as lie fiuys a piano 
or a suit of clothes. Saving, therefore, is simply one way of ac<|uiring 
wealth. 

We now see what is involved in the concept of real income. It refers 
to tlie services performed for us by human beings, the services we de- 
rive from the use of wealth, and die new wealth we obtain during a 
certain period. We may define it as a stream of services and commodi- 
ties acquired during a period of time. 

Gross and Net Income. — It is sometimes desirable to distinguish 
between gross and net income. Cross income refers to total real in- 
come. Net income is the gross income less the costs wfiicli may be 
incurred in obtaining it. The acquisition of an income usually in- 
volves some outgo in the form of costs. Tfiese costs consisttpf pavrnents 
for wealth used up, for labor expended, or similar charges incident 
to the getting of the income in c|uestion. Thus a pliysician has to 
buv various drugs and instruments which he uses in treating his 
patients. I'he cost of such supplies and ef|uipnient would have to 
be deducted from his fees in the computation of his net income. 
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The concept of net income is particularly useful to business men 
in judging of the profitableness of a business enterprise. The gross 
money income of a business consists of the proceeds from the sale 
of the products. Subtract from this the costs of carrying on the 
enterprise, and the remainder is the net income which accrues to the 
proprietors as profit. By the net income of a nation is meant its total 
production or acquisition of goods and services, less the cost of capital 
used up (depreciation) in obtaining them. 

Individual and Social Income. — The real income of a social group 
or nation consists of the sum of the real incomes of the individuals 
who compose it. Taking human society as a whole, this is the same 
as its total production, for all individual incomes are ultimately de- 
rived from the goods produced in industry, and all the goods pro- 
duced must go to someone and must constitute, therefore, individual 
real income. Hence, income and production are merely two different 
ways of looking at the same thing. When we speak of production, we 
are thinking of the source from which goods are derived. When we 
think of income, we have in mind their destination. Production con- 
stitutes the creation of goods, and income is their receipt. It follows 
that the money value of all the individual incomes must equal the 
money value of the social product. This gives us two ways of measur- 
ing social income. One is to add together the money incomes of all 
the individuals, making due allowances for real incomes that do not 
involve money payments, such as the services of housewives, the serv- 
ices of houses occupied by their owners, food provided by farmers 
from their own gardens, and wages paid to employees in products or 
services instead of in cash. The other is to ascertain the total money 
value of the annual production. If the calculations are carefully made, 
the totals should agree. 

At first sight, it is not obvious that the totals reached by these two 
different methods would be equal, for many individuals receive money 
income without making any contribution to the social product. A 
college student may have all his expenses paid by his father, the stu- 
dent himself adding nothing to the community’s stream of goods. One 
may inherit a large sum from a deceased relative, or receive a gift. A 
thief obtains income without giving anything in return. How, tlien, 
is it possible for the sum of individual incomes received to equal the 
sum of commodities and services produced? The answer is that no 
item of income must be credited to more than one person. If the al- 
lowance received by tlie college student is regarded as income to him, 
it cannot be considered income to the father. All cases of income which 
is transferred by its original recipient to someone else must be de- 
ducted from the receipts of the former. Individual incomes must be 
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computed as net. Deducting amounts transferred to otliers* the total 
money measure of individual incomes received should equai the total 
money value of goods produced. 

In computing the products of the various business establishments 
care must be exercised. For instance, what is the proditct of siich an 
industry as baking? Is it the total value of the bread and pastries which 
flow from it? No. for some of the production was carried on by other 
industries in earlier stages of production. Part of the value of ihe 
final product is to be attributed to the farmers who grew tlie wheat, 
the millers who ground the wheat into flour, the railroads that trans- 
ported the flour, and so on. There is danger of double counting here; 
for if we put into the computation the value of the flour produced by 
the miller, and the value of the bread produced by the baker, we have 
counted the flour twice, since its cost is included l)y the baker in tlie 
price of the bread. To avoid such duplication we must find the part 
of the total value of the bread added by each producer who has a part 
in its production. The value added by the baker, for instance, can be 
ascertained by subtracting from the value of the bread the value of 
the flour and other ingredients when the baker received them. The 
value added by the miller can be found by subtracting from the value 
of the flour the value of the wheat. A similar metliod must be followed 
for each industry. We then get a total of the xmliie- products of the 
various industries, which is the income figure we are seeking. The 
data for such a method of estimating income are to be found in statis- 
tics of agricultural and mineral production, imports of merchaiKlise, 
censuses of manufactures, statements of railway traffic, etc., all of which 
are issued from time to time by various government bureaus in most 
of the civilized nations. 

Statistics of total national income arc often useful. They ena!>le us 
to determine a nation’s prosperity, ivhether tliis is iiK reasing or de- 
creasing, and how it compares with that of other nations. Estimates 
of national income can also be used to determine the ability of a peo- 
ple to pay taxes, debts, or indemnities. The whole ejuestion of tlie 
wages of labor and the possibility of their increase, whic h so agitates 
the economic and political life of our times, is c losely dependent on 
the size of the national income from wliicfi wages must be paid- 

in computing national income an allowance must be made for im- 
ports and exports. If we add to the total produc t of the United States 
the value of all goods imported into it from abroad, and deduc t the 
value of all goods exported to other countries, the re.siilting figure 
would give us a measure of the national income. Estimates of this are 
annually published by the United States Bureau of Foreign and Do- 
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mestic Commerce. These estimates tell the story of the rise and fall 
t oi our national prosperity from year to year. 

B. Wealth and Capital 

The Concept of Wealth. — Closely related to the concept of in- 
come is that of wealth. This relationship will become clearer as we 
proceed. We must first inquire into the meaning of the term. Its defi- 
nition presents certain difficulties because the word is used in com- 
mon speech quite loosely. * 

The United States is said to be a nation of great wealth. Of what 
does its wealth consist? Certainly its fertile soil, its rich mineral de- 
posits, its factories and farms, its homes, and the various commodities 
owned and used by its inhabitants are a part of it. Are we also to in- 
clude its temperate climate, its abundant rainfall, its natural water- 
ways? And what of the intelligence, strength, accumulated knowledge, 
and training of its citizens? Clearly all these contribute to its wealth, 
but are they a part of it? These are nice questions to which common 
usage gives no definite answer, because it employs the word wealth 
in more than one meaning. In one sense the character of the people, 
the salubrious climate and abundant rainfall of our country might 
well be considered a part of our national wealth; but we would not 
consider that person “wealthy” who possessed a fine character, plenty 
of fresh air and sunlight, but little else. We would consider him 
“wealthy,” however, no matter how puny in health and physique and 
ability — in fact, even if he were shut up in a dingy prison cell — if he 
possessed a large quantity of the world’s material goods. It is obvious, 
therefore, that wealth, as it is generally used, is an elastic term and 
that its meaning varies according to circumstances. 

Great precision of language is not often necessary in ordinary con- 
versation, but in systematic analysis exactness of thought is re(|uired, 
and this is possible only when words are clearly and carefully defined. 
Let us, therefore, proceed to develop a careful definition. . 

In its broadest sense, we might include under the term wealth every- 
thing which possesses utility. Such a definition would embrace every- 
thing that contributes either directly or indirectly to the gratification 
of desires. The sunshine about us, a beautiful landscape, a gold mine, 
a suit of clothes, and a palace, would all be wealth. For the purpose 
of economics, however, this concept is too broad. As has previously 
been explained, in economics we deal only with things that have to 
be economized, that is, with things which are relatively scarce, or 
which require effort to produce. Hence, the term wealth should be 



28 PRINCIPLES OF ECONOMICS 

confined to economic goods. This is the first requirement of a satis- 
factory definition. 

A second is that the term be confined to goods whose ownership is 
transferable. Only transferable things enter directly into the processes 
of economic life; only they are bought and sold. Tlie intelligence or 
character of a human being is a very desirable and useful possession, 
but it is not a salable commodity; its owner cannot offer it in the 
markets of commerce. It rests forever in his person. But it may !)e 
used to help produce wealth, or to yield services which are l>oiigfit 
and sold. Thus an artist’s talent is not wealth, in the economic sense 
of that term; but it is a source of wealth, and, as such, is of economic 
importance. 

Finally, wealth is material. It consists entirely of concrete, tangible 
commodities, such as a house, a cake of soap, or a plot ol land. We 
included non-material goods in our t'oncept of income, for tfiey clearly 
constitute part of the things for winch money income is spent; but 
such things are not usually included in the category of wealth. Wealth 
is usually conceived as something having material existence. 

Economic wealth, then, consists of scarce, transferable, material 
goods. This is the formal definition to which we shall adhere. It im- 
plies four tests by which we can determine whether or not any given 
thing is to be regarded as wealth. We have but to ask: Is it a good? Is 
it scarce? Is it transferable? and. Is it material? If the aitswer in each 
case is yes, the thing in question is wealth. If the answer to any of the 
questions is no, it is not wealtli. 

Public Goods and Private Goods. — In whiclt category are we to 
place such things as public parks, highways, har!)ors, etc.? TItcy are 
free in the sense that everyone is at liberty to enjoy them e<|ua!ly and 
without limit, yet they were not obtained without effort, and in fact 
they were paid for and are maintained out of taxes levied on tlic peo- 
ple. They are economic wealtlt in the sense itt whicli it has been de- 
fined, yet they differ from those forms of wealth which are in tlie pri- 
vate possession of individuals. We may di.stinguisli here between 
prixmte xveallh and public wealth; between prixHiie goods and public 
goods Both are economic wealth or ecotioinic goods. 

Wealth and Title to Wealth. — If tlie average individual were asked 
to list tl'iose of his possessions whicli he regarded as wealth, he would 
probably name, first, all of his material goods, such as his house and 
furniture, his automobile, his clothing, jewelry, and similar coinmodi- 
n*es. He would also be likely to include any intangible property lie 
might own, such as stocks and Ijonds, the mortgage he hold.s on some 
piece of real estate, and items of like nature. In addition to tliese, 
he would further include tlie money in fiis pockets and the deposits to 
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his credit in the bank. Are all these wealth, in the economic sense of 
that word? The first group mentioned, the material commodities in 
his possession, clearly fall within the meaning of the term as we have 
just defined it — but how about the intangibles, and the money? We 
may consider the former of these first. 

What is a share of stock? Suppose I buy five thousand dollars’ wortli 
of stock in the Mineral Oil Corporation. With my money, and that of 
many other stockholders (if it has fallen into honest hands), the cor- 
poration will drill oil wells, install pumps, lay pipe-lines, and build re- 
fineries. In return for it, I will receive certain pieces of paper which 
certify to my investment in the company. These are shares of stock. 
In effect they are simply evidences that I am a part owner in the oil 
wells, pipe-lines, refineries, and other physical properties of the con- 
cern. These physical properties are wealth; the shares of stock are not 
wealth, but are simply instruments of title. The shares are certificates 
of my title to five thousand dollars’ worth of the wealth of the cor- 
poration, and that is all. The case of a mortgage is similar; it certifies 
to someone’s title or partial title to a piece of real estate. The real 
estate is wealth, the mortgage is an evidence of claim upon that wealth. 
The same is true of all securities, negotiable papers, etc. The individ- 
ual looks upon them as wealth because he knows they can be bought 
and sold — he can obtain wealth with them; but they are only salable 
because of the title they convey to some form of goods, not for any 
virtues inherent in themselves. The goods are the wealth, therefore, 
and not the papers. 

The error of including such securities under the term wealth is 
easily seen if an attempt is made to count the wealth of a community. 
If we were to calculate the value of the wealth of a city like Pittsburgh, 
we should have to list all the factories, iron and steel mills, and other 
industrial establishments; we should also have to include the private 
personal property of the various citizens, such as their houses, auto- 
mobiles, and so on. But if we included the stocks and bonds they 
owned in, let us say, some of the Pittsburgh industries, we should l>e 
counting the value of those industries twice — once when we listed 
the physical properties and again when we set down the stocks and 
bonds covering those properties. Jones may have ^$25,000 worth of 
stock in the Pittsburgli Plate Glass Company. His 325,000 went into 
the plant of that corporation. We counted it once when we figured the 
glass works in our record; to count Jones’ stock when we come to his 
personal belongings would be to count his $25,000 a second time. It 
would make it appear as if there was $50,000 worth of wealth wliere in 
fact there would be but $25,000. Stocks, bonds, other negotiable pa- 
pers and similar evidences of title, therefore, are not economic wealth. 
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There are certain other intangible assets which the individual or 
corporation would regard as part of its wealth, but which are not in 
themselves wealth, although they represent some sort of claim upon 
wealth. A street railway company might consider its franchise as a part 
of its wealth. A franchise is simply a privilege, conferred on the com- 
pany by the city, granting it the right to lay its tracks on the city streets. 
It is of value to the company because the latter cannot do business 
without it, but it is not wealth to the community. The tracks and the 
cars are wealth to the community, but not the franchise. Similarly, a 
long established business firm may have obtained the “good will** of 
a clientele; the “good wilT’ brings in business to the company and it 
can be sold. It is thus one of the assets of tlie business, and the owners 
thereof would probably regard it as part of their wealth. But this 
“good wiir* is of no importance to the community. It simply means 
that a portion of the public will deal with this particular firm instead 
of some other, but this is a matter of indifference to the community, 
though it is very valuable to the business. All suc h assets — franchises, 
patent rights, monopoly power, good will, etc:. — are in the nature of 
titles to wealth. They give their owners power to control wealth or 
gain possession of wealth; they cause wealth to be transferred from one 
person to another, but they are not in themselves weal tin 

Wealth and Money. — In the case of income, wc found it nere.ssary 
to distinguish between money receipts and the goods of which real 
income is composed. We must do likewise in the case of wealth. Wealth 
is commonly measured in dollars, and because of tliat, we are apt to 
think of it as consisting of a sum of money; ycu a moinent*s reflection 
will show that the two things are not identical. 'The wealth of tlie 
United States, for instancre, is said to be sc^mewliere in the neigldjor- 
hood of three hundred billion dollars, but the total c|uantity of money 
in this country is but a small fraction of such a sum. The figure^ thiee 
Imndred billions mei'ely expresses the money value of the land, build- 
ings, railways, and stocks of commodities that do constitute the wealth 
of the nation. Wealth, then, is not synonymous with money, and the 
expression of wealth in terms of money is only a way of measuring its 
value. 

Does the money which is in circulation in the country, hoxvever, not 
constitute a part of its wealth? So far as metallic money — tlie gold, 
silver, nickel and copper ccjins — are conc*erned, the answer must be 
in the affirmative. Such money is made of useful, and, for the most 
part, of precious metals. These materials are c learly wealth, for they 
are possessed of great utility, they are scarce, and they are readily 
transferable. Undieniably they conform to our definition of wealth. 
It is not because they are money, however, that sucli coins are wealth; 
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they are so simply because they contain valuable metals. It is not their 
money-nature, but the substance of which they are made, that makes 
them so. 

How are we to classify paper money and bank deposits, which in 
modern communities constitutes the greater part of the curi'ency actu- 
ally in circulation? So far as the substance of which it is composed is 
concerned, it is practically worthless. The fraction of a cent’s worth 
of paper in a ten dollar bill is such an infinitesimal portion of wealth 
that we can safely ignore it. But are we to class these pieces of paper 
as wealth simply because they are money? Let us consider what is a 
piece of paper money. A gold certificate, for instance, is a piece of 
paper certifying that gold has been deposited in the treasury of the 
United States, payable to the bearer on demand. It represents wealth, 
therefore, but is not wealth itself. A bank note, as we shall learn later 
in our study, is simply the promise of a bank to pay a stated sum of 
money on demand. We shall find that the same is true of a bank de- 
posit. Thus, these forms of money are similar to stocks, bonds, and 
other negotiable instruments. Back of them as security there lies some- 
where some real wealth, but they are merely representatives of wealth; 
they are not wealth themselves. 

Capital. — A stock of wealth is frequently referred to as capital. 
Thus we speak of the capital of the United States, by which we mean 
all the wealth in existence in our country. An individual may refer to 
his house, furnishings, and personal possessions as his capital. The 
term is most frequently employed in business, where it refers to the 
stock of wealth with which the business enterprise is carried on. A rail- 
road has its roadbed and track, its terminals, depots, sidings, locomo- 
tives, cars, equipment, coal, tools, and so on. All this wealth is the 
capital employed in the business. Similarly, the capital of a depart- 
ment store will consist of the land upon which its buildings are sit- 
uated, the building itself, its fixtures, and the merchandise on its 
shelves. By capital, we mean, therefore, a stock of wealth.^ 

Individual and Social Capital Accounts. — Individuals, particu- 
larly business men, find it expedient to ascertain the amount of their 
capital from time to time. This is particularly useful in managing a 
business enterprise, for it enables those in charge to follow the prog- 
ress and prosperity of their business. Business men, in keeping such 
accounts, however, are more interested in the wealth to which they 
have title, or upon which they have a claim, than in the wealth actu- 
ally in their physical possession. They accordingly draw up a capital 

2 Economists, like doctors, sometimes disagree, and one of their points of disagreement 
concerns the appropriate use of the term capital. See the section entitled Some Categories 
of Wealth, in Chapter IV, and the footnote appended thereto. 



32 PRINCIPLES OF ECONOMICS 

balance sheet or capital account, upon which are shown not only the 
physical property of the business, but also the titles to wealtli. or prf)p- 
erty rights. Over against these must be set any debts which are owed 
to others, for these represent claims by outsiders upon wealth in the 
possession of the business, and are not, therefore, part of the wealth 
really owned by the business at all. Such a capital account is drawn 
up in two columns, one showing the assets (wealth and claims upon 
wealth) of the business, the other the liabilities (debts to outsiders, 
for claims they hold upon the wealth of the enterprise). The difference 
between these two amounts is the *hiet worth” or capital-value of the 
enterprise. The following is a simple example of the capital account 
of a small corporation operating a department store: 


Assets 

Real estate (plant) . . . $100,000 
Stock of merchandise . 100,000 

Cash on hand or in 

bank 50,000 

Notes of customers for 

goods purchased . . . 25,000 

Good will 25,000 

Total assets $300,000 


Liabilities 

Mortgage against com- 
pany’s plant $ 50.000 

Note to bank 50,000 

Capital (owed by the 
business to its otvn- 
ers, the stockhold- 
ers) 200.000 

Total liabilities $300,000 


The “net worth” or capital balance of this enterprise is $200,000, 
If the company be regarded as an artificial person which “owes” to 
its owners all of its net assets, this sum can be carried on tlie hooks as 
a liability and both sides of the account will then balance. This is the 
customary method. Had the company started business with capital 
to the amount of $100,000 subscribed by the stockholders, the re- 
mainder ot the ,$200,000 would represent additional capital accuimi- 
lated by the business out of its earnings. It would then usually he 
carried on the books as “surplus” or “undivided profits.” or both. 
Thus, instead of the item “Capital — $200,000,” there might appear 
on the account the following: 


Capital $100,000 

Surplus fjC^.ooo 

Undivided profits 50.000 


All this, however, would be included in the “net worth” or capital 
balance of the business. 

It is now apparent why a business man or an individual includes 
intangible property rights or titles to wealth as a part of his wealth 
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or capital. It is because he may not own outright all of the wealth he 
possesses, claims against it being held by other persons; and, because 
of someone’s debt to him, he may hold claims against wealth which is 
not in his possession. He, therefore, regards his net property rights, 
or titles to wealth, as his capital. This is perfectly correct for him to 
do; but as economists we must not lose sight of the fact that all of 
these rights have their basis in real wealth — are in themselves merely 
claims upon wealth, and that the real capital concerned in all this 
accounting consists of material goods. 

Let us suppose now a community whose people own all the wealth 
contained within its borders (none of it being held by outsiders), and 
who own no wealth outside of its limits. If we were to add together 
the “net worths” of all these people, and in a separate calculation 
were to add up the values of every concrete article of wealth in that 
community, the two totals would be exactly equal. This is because 
every liability on any individual’s account would be offset by a cor- 
responding asset on the account of someone else, and every intangible 
asset or property right would be offset by a liability on another ac- 
count. It must be so, since every debt implies a credit and every 
claim to wealth in the possession of someone else must be carried by 
that person as a debt. Therefore, in combining the accounts of the 
different members of the community, the intangible or non-material 
items will cancel each other and disappear. Only the material items 
of real wealth will remain as the capital of the community. 

In an actual society such as the United States, however, the com- 
bined “net worths” of our residents would not exactly equal the total 
capital located here. It would show the total capital owned by our 
people, but since they own some property abroad, while some of the 
wealth situated within our territory is owned by foreigners, the two 
results would not agree. For this reason such a term as the “wealth 
of the United States” is somewhat ambiguous. It may refer to the 
wealth owned by the people of the nation, or the wealth existing 
within our boundaries, which may be called our internal wealth. 

The Capital of the United States. — It is frequently desirable to as- 
certain the amount of a nation’s wealth, or capital. Ordinarily in 
making estimates of this it is the internal wealth that is sought. The 
necessary information can be obtained from numerous statistical 
sources, such as census reports, tax assessments, and so on. Such an 
estimate of national wealth or capital would include: 

All the valuable land and natural resources. 

All permanent improvements upon land, including buildings, ca- 
nals, tunnels, roads, railways, etc. 

Railway rolling stock, automobiles, and vehicles of all kinds. 
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Machinery, tools, and other equipment. 

Horses, rattle, sheep, poultry, and livestock of all kinds. 

Seed, raw materials, and partly finished goods. 

All material consumers’ goods, such as food, clothing, furniture, 
etc. 

All metallic money. 

Estimates of the wealth of the American people in recent years 
placed it in the neighborhood of 250 or 300 billions of dollars. 

Capital and Income. — We have seen that new wealth, created or 
acquired, constitutes a part of the stream of goods which go to make up 
real income. If, out of this year’s money receipts, we buy meats and 
vegetables, hats and coats, a comfortable chair, or an automobile, those 
things constitute part of our real income for that year. To that extent, 
the concepts of wealth and income overlap. Indeed, so far as perish- 
able commodities are concerned, the distinction between the two is of 
little significance, for perishable commodities, like services, are used 
up and disappear within a single income period. But the case of dura- 
ble wealth is different. If an article of wealtli lasts beyond the year in 
which it was acquired, it yields services which constitute income in 
succeeding years. For instance, if one buys a house in 1940, it is likely 
to yield shelter for some decades thereafter, during all of which time 
its services constitute real income to the occupant. Hence dura!>Ie 
wealth is a source of income. It is when we are thinking of wealth as a 
source of income that we are most likely to employ the term capital. 
The business man thinks of the wealth invested in his business — his 
factory, machines, and stocks of material or partly fmislied goods — as 
capital because he derives income from them. The house one owns is 
capital to him because he derives income from it; if he rents it 10 an- 
other, he gets money income; if he occupies it himself, he gets real 
income. 

On the other hand, income is likewise a source of new wealth, 
for capital may be accumulated out of income, by saving. When we 
“spend” our income we consume commodities and services. We buy 
food and eat it, we purchase clothes and wear them out, we go to a 
concert and listen to music which disappears as fast as it is produced. 
In “spending,” therefore, wealth and effort are used up and di.ssipated. 
When we “save” our income, on the other hand, we refrain from con- 
suming goods, and accumulate wealth instead. As a result we have 
more wealth than before. This may take the form of a store of con- 
sumable commodities for future use, as a barrel of apples or a few 
reserve suits of clothes; or it may take the form of some permanent, 
durable capital which can be used continuously over a period of many 
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years, such as a house; or it may take the form of productive capital, 
such as a factory building and equipment, which will continue to pro- 
duce more goods until it wears out. This capital, which is so saved, is 
again a source of future income. Income saved, therefore, is abstaining 
from consumption now, in order that we may enjoy additional con- 
sumable income in the future. We shall have more to say about this in 
a later chapter.^ 

Capitalization. — There is a close relation between the value of 
capital and the income which it yields. In the case of perishable com- 
modities, like apples or soap, the two values are identical, because the 
capital and the income are the same thing; but in the case of more 
durable commodities, they are different. A piece of land, for instance, 
will ordinarily last forever, continuing to yield income throughout its 
perpetual life. A factory building yields products through a period of 
several decades. In such cases, the relationship between the value of 
the capital and the income derived from it is expressed through the 
rate of interest; that is, the money value of the income can be repre- 
sented as a certain percentage of the value of the capital. If a factory 
building, costing $100,000 to construct, yields a net income of $5,000 
yearly to its owner, the income is 5 per cent of the capital. 

In the market where goods are bought, sold, borrowed, and loaned, 
a certain rate of interest comes to be established as the prevailing one. 
With such a rate as a basis of reckoning, it is possible to construe 
any source of income as representing a certain capital value. Sup- 
pose, for instance, that the money rent derived from a piece of real 
estate is $200 yearly. If the rate of interest is 5 per cent, this income 
would be %oo of the corresponding capital value; the latter would be, 
therefore. X $200, or $4,000. Putting it a little differently, the in- 
come of $200 is equivalent to an investment of $4,000 yielding 5 per 


s This twofold relationship between capital and income presents an ambiguity which 
has led some writers to say that savings should not he included in real income. These 
economists atgue that only the services of wealth and of human beings should be counted 
as income for if we count material commodities as income at the time they are ac- 
quired, and also count the services of u^ealth as income, we may count the same thing 
twice. For instance, if w’e say a man’s house is a part of his income in the year in which 
he buys it, we must also count the services which he derives from the use of that house 
in future years as income therefore, we have been guilty of double counting. They 
w'ould only consider the benefits derived from the use of the house from year to yea» as 
income. It would seem, however, that this definition confuses income with consumption. 
It is true that income can only be consumed once but when the term income is ordi- 
narily used. It is not only consumable income that is meant. If, for instance, savings 
are not to Ire included in income, then the phrase “saving a part of one’s income” is 
ridiculous. Hence a majority of economi.sts incline low'ard the definition of income 
adopted in this text. Moreover, this concept of income is more useful for most pur- 
poses; for it is easier to measure statistically, and it shows better the real earning or 
productive power of an individual or a nation in a given year than does the other 
concept. 
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cent (for $200 is 5 per cent of $4,000). Hence, die real estate would 
be worth that sum. This process of computing capital values from 
incomes is known as capitalization.* - 

Acquisitive Capital Values. — Through the process of capitaliza- 
tion, a capital value can be derived from any source ol income wiiat- 
ever. It is even possible to compute the value of a man, by capitalizing 
the earnings which he can make during his lifetime. (For this reason, 
some economists favor including human beings in the definition of 
capital, although most of them do not.) However, not every receipt of 
individual income can be attributed to some individual person or 
particular item of wealth, because sometimes income is obtained in a 
way which does not permit it to be traced to a tangible source. For 
instance, a street railway may have secured from its city government 
a franchise which gives it the exclusive right, in perpetuity, to use the 
city streets for the operation of street-cars. This gives tlie company a 
monopoly of transportation facilities. Unless the city has taken pre- 
cautions to protect its citizens from the abuse of this privilege, by 
suitable regulations concerning cliarges to be made for service, the 
company can use its monopoly to exact a high rate of fare which will 
yield it a handsome profit. This profit would constitute a source of in- 
come which could be capitalized at a high figure, and the company 
might sell its exclusive privilege to some other company at this capi- 
talized price. Here the income is not derived from any parti<'ular piece 
of wealth. It rests in the franchise, which gives the nK>noj>oIist power 
to extort money from the car riders; yet, to the company, it represents 
a capital value. 

Somewhat similar is the item of “good will,’' which sometimes ap- 
pears in the capital balance sheet of a business. Often this is a purely 
fictitious item, inserted into the account in order to make the assets of 
the business appear larger tlian they really are. Sometimes, however, it 
is a genuinely valuable a.sset, representing established reputation and 
business connections which bring patronage to the enterprise, and 
which, therefore, represent earning power. Other intangible claims of 
similar nature, such as patents, copyrights, and tradenmrks, are like- 
wise to be found. We may call all such assets acquisith/e capital values, 
because they represent mere power of acquisition on tlie part of the 
owner, not resting in any actual wealth or productive capacity. 

The existence of these intangible as.sets makes it necessary to (|ualify 
our previous conclusion that, in combining capital accounts, intangi- 
ble items will cancel each other and disappear, leaving only tite mate- 
rial items of real wealth as the social capital. .Accjuisitive values on the 
asset side of the accounts will not be canceled by corresponding lia- 

* Capitalization is more fully explained in Chapter XXL 
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bilities on the accounts of debtors, for the assets in question are not 
claims upon any particular individuals. The result is that the total of 
individual net worths so calculated would exceed the total social 
wealth. Hence, all such acquisitive values would have to be stricken 
from the accounts in computing the social capital. This case presents 
the only real discrepancy between the business concept of capital as 
net worth, and the economist’s concept of it as a stock of wealth. 

Summary 

A good is defined as anything that has utility. Goods may be either 
material or non-material, which we call commodities and services, 
respectively. Economics deals only with economic goods, i.e., those 
which are scarce relatively to the desire for them, or whose production 
requires effort. Production is not the making of material things, but 
the creation of utilities, either of form, place, possession, time, or 
service. Predatory activities, speculation of the gambling type, com- 
petitive advertising, and aggressive warfare are unproductive. 

Money income must be distinguished from real income; the latter 
consists of a stream of commodities and services acquired during a 
period of time. Gross income is the total of real income, while net 
income is gross income less the costs of obtaining it. Social income is 
identical with total production; individual income is the share of total 
income acquired by an individual. The sum of individual incomes 
equals the social income. A nation’s real income consists of its annual 
production, plus its imports, and minus its exports. 

Wealth consists of scarce, transferable, material goods. Private 
wealth is that which is owned by individuals; public wealth is owned 
by the community in common and open to the use of all. Mere titles 
to wealth, or property rights, such as stocks, bonds, mortgages, and 
good will, are not wealth. Metallic money is wealth, but paper money 
and bank deposits are not. 

Capital is a stock of wealth. Business men keep records of the capital 
they own, by means of capital balance sheets, or capital accounts. 
These show assets (wealth possessed, plus claims on the wealth of 
others) and liabilities (debts owed to others) in parallel columns. The 
difference between these two is the net worth, or capital-balance of the 
individual or the business. In combining capital accounts to get the 
aggregate capital owned by the community, the total intangible assets 
are offset by corresponding liabilities, causing the intangible items to 
cancel out. Thus the real capital of the community, lying back of these 
accounts, consists of real wealth. However, it does not exactly coincide 
with the internal wealth of a nation, because some of its people own 
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wealth in other countries, while people in other countries may own 
wealth in it. 

Durable capital yields future income, and income saved and in- 
vested becomes durable capital, which again yields income in the fu- 
ture. Any flo^v of income can be capitalized at the prevailing rate of 
interest, thus giving rise to a capital value. Some capital values so de- 
rived represent acquisitive gains made at the expense of the commu- 
nity; they are not embodied in real wealth or in human productive 
capacity. Such acquisitive values must be excluded from capital ac- 
counts in computing social income. 

' REFERENCES AND SUGGESTIONS FOR FURTHER READING 

There is a brief survey of productive and unproductive labor (to which 
I am indebted) in Chapter 11 of F. W. Taussig s Principles of Economics 
(4th edition, 1939). A stimulating and original discussion of this topic is 
also to be found in Thorstein Veblen’s essav on bidustrial and Pecxiniary 
Employments, reprinted in his The Place of Science in Modern Civilization 
and Other Essays (1919). 

The best analysis of income with which I am familiar is to be found in 
William W. Hewett’s The Definition of Income and Its Application in 
Federal Taxation (1925), which has contributed to my thinking on this 
subject. In the analysis of wealth I have followed, for the most part, 
Irving Fisher’s able work, The Nature of Capital and Income (1906), but 
I have been unable to accept his analysis of income. 



Chapter III 


SPECIALIZATION, COMPETITION, AND 
COOPERATION 


A. Speciauzation 

Specialization a Result of the Industrial Revolution. — In the open- 
ing chapter it was pointed out that the families of earlier days pro- 
duced by their own labor most of the commodities which were re- 
quired for their daily existence. Our forefathers in colonial America 
lived on their own farms, built their own houses, raised their own 
food, and made their own clothes. In fact, each family was a little eco- 
nomic world to itself, capable, without assistance from others, of meet- 
ing most of the needs of its existence. Today, as a result of the Indus- 
trial Revolution, each person produces very few of the commodities 
he consumes. He is rather a specialist, concentrating his labors upon 
some particular branch of production, and relying upon others to 
provide him with the other needs of his life. This characteristic of 
modern industry is called specialization. It is also frequently styled 
the division of labor. This division or specialization of labor takes on 
a number of different forms. 

Specialization by Trades. — In the first place industry is divided 
into a number of different branches or trades, in which the worker 
carries out the whole of one stage or process of production, but con- 
fines his activities to that alone. This kind of specialization is de- 
veloped in an early stage of civilization, and was characteristic of the 
handicraft industry in England. In those days the whole of a shoe was 
made by the shoemaker, a complete suit of clothing by the tailor; and 
those who followed the various trades of that time, such as the millers, 
weavers, carpenters, masons, tanners, etc., were skilled workers, each 
devoting his labors to a single product, which he carried out to com- 
pletion himselt. In our economic system it is still to be found, and is 
represented by such occupations as that of the farmer, the village 
blacksmith, the corner grocer, the doctor, the teacher, and similar 

39 
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trades or professions. This type of specialization may be called spe- 
cialization by trades, or simple division of labor. 

Specialization by Tasks. — But in the typical manufacturing enter- 
prises of the modern world, specialization has become much more 
complex, so that each branch of production itself is subdivided into 
minute tasks. One of the best examples of this is to be found in the 
marvelous processes which have been developed by the huge beef- 
packing concerns of Chicago. Here the slaughtering of meat has been 
so carefully systematized that the work formerly done by a single 
butcher is at present performed by scores of workers, each of whom 
has a distinct part to play in the process of getting the meat ready for 
the market. In the preparing ot beef, the steer is driven from the stock- 
yards into a pen, where it is one man*s task to kill the animal witli a 
blow from a hammer, and he performs no other operation but this, 
dispatching each steer as it comes before him. The carcass is then 
passed on by means of a gravity trolley through a long series of work- 
ers, and as it is carried along each one performs some allotted task of 
cutting and removing the hide, and dressing, washing, and storing the 
meat in the refrigerator. Each worker has one task and one only to 
perform, and he does this all day long on thousands of animals day in 
and day out. 

A visit to almost any other producing establishment, such as an auto- 
mobile plant, a bakery, a department store, or a slioe factory, will 
show a similar minute division of labor. The process is split into sim- 
ple operations, each one of wliich is performed by a spec ial worker 
whose task it is to do that one thing and that alone. F,a< h task tend.s to 
become a specialized operation. Tliis type ol specialization may be 
called specialization by tasks complex division of labor. 

Specialization by Stages. — There is a third form, in wiiicli the labor 
of industry is divided into the various stages of production. It was 
pointed out in the opening chapter that in the manufac ture of a book 
the timber must first be cut, tlie wood ground into pulp, the pulp 
pressed into paper, the paper printed and bound, and the book finally 
delivered to customers. Each of tliese stages is carried out by a separate 
group of workers, and the various c.)perations may take place at widely 
distant points. This is so in nearly every industry. The various proc- 
esses from the extraction of raw material to the sale of t!ie completed 
product are handled f)v separate groups of workers, each constituting 
an industry in itself. This may be c'alfed specialization by stages, or 
successixie division of labor. 

It is characteristic of this kind of spec iali/ation that each person 
looks upon the commodity whiclj he prc^duces as a finished product. 
The product of the forest is timber, and so far as the lumbennaii is 
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concerned, the process of production ends when the lumber is ob- 
tained. To the paper manufacturer the process is complete when the 
wood is crushed into pulp and pressed into paper; he thinks of that as 
the final product of his activities. Similarly, the publisher looks upon 
the book as the end of the process of production. These, however, are 
but preliminary stages in a continuous chain of production, and no 
commodity is finished in the economic sense of the term until it yields 
enjoyments to the consumer. This does not take place until the final 
article is placed in the consumer’s hands. 

Specialization by Oeographic Districts. — So far we have spoken 
only of the specialization between individuals. But there is also spe- 
cialization between geogi'aphic districts. In the United States, the 
workers in each part of the country tend to specialize on a few prod- 
ucts. New England we think of as a manufacturing center; Pennsyl- 
vania as an iron and coal producing state. Various parts of the South 
are devoted to the production of tobacco, cotton, and sugar cane, re- 
spectively. We have our corn belt and our wheat belt in the Central 
West, the beef-raising district of Texas, the tropical fruits of southern 
California, and the timber products of the Northwest. Moreover, 
within each of these regions various towns will frequently be found 
which are devoted almost exclusively to a single industry. Meriden, 
Connecticut, is known as the Silver City, because its chief product is 
silverware. Gloversville, New York, contains scores of glove factories, 
and is the center of the glove-making trade in this country. Philadel- 
phia is famous as a textile city; Minneapolis, Minnesota, as a milling 
town; Gary, Indiana, as a steel community; and so on. 

Not only do the laborers and the workers of each nation and local 
region become specialists in certain industries, but the labor of the 
world likewise shows considerable division into different branches. 
The people of England are engaged primarily in manufacturing enter- 
prises, while those in the British Colonies of Canada, Australia, India, 
and Africa are producers of raw products, such as wheat, timber, wool, 
rubber, and the various products of the Orient. One naturally asso- 
ciates certain products with certain nations. We think of Brazil as a 
producer of coffee. China is noted for its rice and silks; the Philippine 
islands for their hemp; Argentina for its beef; South Africa for its 
diamonds and gold. Thus the earth is divided into a great number of 
specialized areas. This is known as geographic specialization, or geo- 
graphic division of labor (also called sometimes territorial division of 
labor). 

Specialization Limited by the Extent of the Market. — The degree 
to which specialization can be carried depends largely upon the size of 
the market for the products. A person cannot be kept occupied doing 
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so simple an operation as making a certain cut on the carcass of a 
steer unless thousands of pounds of beef can be sold by one producer. 
Otherwise the workman would be idle most of his time and he would 
have to turn to other work. Such large quantities of merchandise can- 
not be sold within a narrow territory, for there are not enough people 
in a small area to use so much meat. Modern methods of communica- 
tion and transportation have brought far distant places into such close 
contact with each other that the market lor a progressive manufactur- 
er’s goods today is almost unlimited. It is only because people over all 
the United States buy meats produced in Chicago that tlie plants of 
that city have been able to specialize to so great a degree. Tlie market 
for many goods is now world-wide in extent, making very huge output 
and minute specialization of labor possible. 

Greater Abundance of Goods. — Specialization has been univer- 
sally adopted by busine.ss organizations because it lessens the cost of 
production. It lessens the cost of production bet ause it enables a given 
amount of work to be done with less labor tlian otherwise, in sfiori, it 
increases the efficiency of labor in production. 'Fhe residt is that the 
labor of society produces a far greater abundance of economic goods 
than would be possible without it. Xwo great circumstances are re- 
sponsible for the great productivity of modern industry — the u.se of 
power-driven macliinery, and the specialization of functions. Xhese 
two are to a great degree as.sociated with and dependent on each otfier. 
Xhey go hand in hand. Xhe result is a far greater abundance of goods 
in the modern world than was formerly available. 

Xhe common workman of today enjoys many forms of goods whicli 
were utterly unknown to even the richest persons ol medieval society. 
For three cents he may have spread out before him eac h morning the 
news of all the wc:>rld. For a c|uarter he is lurnished with moving pic- 
tures which bring within his reach forms ol wliolesome amusement 
unlike that of anything enjoyed by his forebears ol a few generations 
ago. He is better clothed, better housed, and better fed than tlie peas- 
ant of the old English manor. Xhe latter, forccxl t(^ live from the 
meager produce of a backward agriculture, imassisied by the tools we 
now possess, was dressed in the c'oarscst of liomemade garments, housed 
in a rude hut, and lived on the plainest of lood. The workingman of 
today has plenty of fairly attractive clothes, colored to suit his tamy 
and woven in a variety of textures wliich adds to their attractiveness. 
Though his house is simple, it usually contains running water, bathing 
facilities, and a (|iiality and variety of finniture that is far superior to 
that of ancient times. He has meats and vegetables in greater variety 
and more convenient facilities for their tasteful and wholesome prep- 
aration. Even though he may be in relative poverty as compared wuth 
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some of the wealthier members of society, his condition has greatly 
improved. Add to this the many luxuries, the automobiles, fine homes, 
and other comforts enjoyed by some of the more fortunate members 
of the population, and it can readily be seen that the income of mod- 
ern civilization is immeasurably greater than that of the older world. 

This, of course, is to be attributed to the Industrial Revolution, 
with its marvelous inventions, but in part also to the development of 
specialized production. Machinery is an adjunct of specialization; it 
makes specialization possible, and is made possible by it. Specialization, 
therefore, was and is an important factor in the abundance of goods 
which we enjoy. A few moments’ reflection will show why this is so. 

How Specialization Contributes to Greater Productivity. — (1) It is 
an old proverb that practice makes perfect. The specialization of labor 
makes possible the application of this principle on a wide scale in in- 
dustry. He who specializes upon a given task becomes highly skilled 
at that work and can perform it much more efficiently than one who 
does not devote his whole energies to it. The more minutely the di- 
vision of labor is extended, the greater the possibility of the applica- 
tion of this principle. The young woman in a glove factory who sews 
the seams of the fingers of a glove soon becomes so skilled at that deli- 
cate work that she can perform the operation with remarkable speed 
and accuracy, which never could be attained by a person who divided 
his attention among many operations. In short, specialization develops 
an acquired skill in each productive operation that greatly increases 
the output. 

(2) By specialization it is also possible to suit the occupation to the 
.ability oj the individual. All persons are not born with equal talents 
or propensities, nor have they by training and environmernt developed 
equal abilities. Suppose that one person is endowed with marked mu- 
sical talent, while another is naturally gifted with a mechanical turn 
of mind. If there were no specialization the musical individual would 
be obliged to spend the greater part of his life upon meeting his more 
material wants and would have very little time left for his music. 
Moreover, because of his artistic temperament, he would probably be 
but a very indifferent workman, and the quantity and quality of the 
material products which he produced for himself would be quite 
mediocre. Similarly, the mechanic would have to devote his time not 
solely to those skilled tasks for which his natural bent equips him best, 
but would liav^e to divide his labors among many different operations, 
some of which he could perform but poorly. Where there is specializa- 
tion, however, each of these individuals can devote his efforts exclu- 
sively to that one occupation for which he is best equipped, and then 
by trading his products for the products of others he will get more 
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goods, and of better quality, than he would ever have obtained other- 
wise. Thus the musician will be provided with better commodities 
and the mechanic will have better music. 

It does not follow, however, that under the present organization of 
industry each person always is placed in that position for which he is 
best fitted. Often we are not good judges of our own abilities, and many 
a young person makes a choice in early life which he later realizes rvas a 
mistake. But on the whole it is probably true that by means of speciali- 
zation the majority of individuals are placed in tasks which are more 
nearly suited to their qualifications than could be the case under a 
primitive system of industry, where each individual or family group 
provides all of its own needs. If this is so, specialization must serve 
greatly to increase the income of the world. 

(3) It has already been stated that specialization makes possible the 
use of machinery to a greater degree than could be accomplished with- 
out it. When a productive process becomes split into many simple 
operations, oftentimes of a routine character, it is comparatively easy 
to devise a machine which will perform one of these operations me- 
chanically. Indeed, the complex division of labor wliich is diaracter- 
istic of the twentieth century has developed side by side with the 
application of steam and electric power and the marvelous mechanical 
contrivances which have been ushered in since the advent of the In- 
dustrial Revolution. 

(4) Geographic specializ.ai.ion enables the indnstry of a given region 
to be adapted to the natural resources of that rcgioii in inucli the same 
way as individual specialization makes possible the adaptation of the 
occupation to the natural abilities of a person. Pennsyh'ania is ric h in 
coal beds. The South is naturally suited by soil and climate to tlie 
raising of cotton; the Central West to the production of wheat and 
corn. If the people of each of these regions concentrate on the produc- 
tion of its specialty, trading it for the prodvicts of the other regions, all 
parties will gain and the general wealth be greater. It i.s upon this prin- 
ciple that geographic specialization is based. 

(5) It is not so easy to explain how it conies about that some com- 
munities develop particular industries, which do not appear to rest 
upon any natural advantage. The cases of Meriden, Connecticut, and 
Gloversville, New York, have been referred to above. <^ne of these is a 
silver-manufacturing totvn, the otlier a glove-producing coniniunity. 
In neither case, apparently, is there any particular resource or natural 
circumstance which makes these towns better suited to the develop- 
ment of their respective industries than any other locality. Why, then, 
have these industries become centered there? Is there some advantage 
which these communities enjoy that causes them to be specialists in 
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these occupations? It seems here that tliere must be some gain to the 
community analogous to the acc|uired skill of individuals which en- 
ables them to maintain their position of prominence as specialists in 
certain lines of production. Whole families of workers for generations 
have been trained in these occupations, so that there is available in 
these localities a supply of labor of the right type for the carrying on 
of those industries. A manufacturer of gloves opening up a new plant 
would naturally settle in Gloversville, because of such an available 
supply of labor; because, also, of the fact that buyers naturally come to 
this town to make their purchases; so that the producer located else- 
where would be out of the market, so to speak. It thus appears that 
geographic specialization is based in part upon certain advantages ac- 
quired by the whole community which make it better able to carry on 
that industry than other places. 

Uniformity. — Where a manufacturing process is split up into 
minute tasks, the product must be standardized in order to render the 
task as simple as possible. The advantage of large output is in part 
based upon the continuous repetition of identical movements by the 
worker. The same process is repeated over and over again, exactly the 
same in the case of each unit of the article being produced. In conse- 
quence of this we find hundreds of thousands, even millions, of units 
turned out all exactly alike. But human nature is so constituted that 
it loves variety, and this uniformity which the division of labor brings 
about runs counter to the esthetic sense of man. In the days of handi- 
craft industry each article was produced independently of other arti- 
cles of the same sort. The result was that there was plenty of room for 
individualization and v^ariety. Such is no longer the case. While it is 
difficult to measure such a loss as this in economic terms, there can be 
no doubt that some loss is there. Consider the sameness and mediocre 
fit of ready-made clothing, which is manufactured on a large scale, 
with minute division of labor; then contrast it with the variety and 
better fit of made-to-order clothes, where more individualization 
is practiced. It is this individualization that makes the latter dearer 
than the former. In the one case, the advantages of specialization 
have brought economies in production, while in the other it has not 
been possible to utilize these advantages so fully. The same uniform- 
ity is to be found in almost every article of common use — in the 
rows of city houses, in our furniture, books, etc. That this charac- 
teristic of our civilization results in a loss of individuality, prevents 
the fullest development of personality, and tends to keep in check 
the expression of beauty, can hardly be denied. But on the whole it 
seems probable that we have gained more from the increased output 
which specialization has brought than we have lost by the greater 
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standardization and uniformity which has been its accompaniment. 

Moreover, there is another sense in which tlie specialized produc- 
tion process has increased, rather than diminished, variety. In giving 
us greater income it has widened the total range of commodities at our 
disposal, affording us a great variety of products of which we would be 
deprived if we had to depend on less efficient methods. Xake again 
the matter of clothing. While the modern process makes many suits 
or dresses that are exactly alike, they are so much cheaper that each 
person can have more garments than would have been possible if each 
were made individually. Xoday we have street clothes, working clothes, 
sportswear, evening dress — often several kinds of each, to satisfy our 
craving for variety. So specialization, while it makes for uniformity 
and lack of individuality in goods of a particular kind, lias the merit 
of providing many more kinds. 

Increased Dependence. — Another effect of specialization is to be 
found in the loss of versatility which it has brought to the individual 
worker. Each laborer under our industrial system is a spet ialist. Often 
he is trained to do a particular task and no other. He comes to look 
upon the task as his occupation. The result is he is almost entirely de- 
pendent for employment upon the demand for labor of liis particular 
type. If anything liappens to interrupt that demand he is deprived of 
employment. Being untrained lor any other occupation, he must either 
remain unemployed until such time as there is again found a place for 
him in industry, or he is obliged to fall into some type of work whicli 
calls for no particular grade of skill or previous training, and in whi< Ii 
the rate ol remuneration is probably lower. This sometimes j>resents 
a very serious proljlcni to \vhole groups of workers For instance, up 
until a few years ago glass blowing was a highly skilled trade and 
yielded good pay to those who were trained in this oc cupation. Then 
a machine was invented which would blc:>w glass mechanically. 'I he 
skilled glass-blowers found themselves out of work. Many of them 
were middle-aged men with Families dependent upon them for sup- 
port. Trained for their special occupation and unfitted lor any other 
equally skilled trade in other lines, their position was a very difficult 
one and many of tlieni were forced to accept common laborers* work 
at low wages. Students of the employment problem know that there is 
always a considerable amount of unemployment c aused by the lac t 
that our workers are so highly specialized that tliey are peculiarly de- 
pendent upon the fluctuations in the limited dematid k^r theii type 
of work. 

Under specialized industry, consumers are also dependent to a con- 
siderable extent upon other human beings for the goods whic h they 
need for their very existence. Hence, if anything happens to intcrru}>t 
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the smooth workings of the productive process in any important in- 
dustry. the consumer is severely affected thereby. Consider the incon- 
venience that could be caused in other parts of the United States, if 
some unusual catastrophe were to destroy the wheat crop in our Cen- 
tral West. Think how profoundly our daily lives would be upset by the 
interruption of our railway traffic for twenty-four hours or more, 
through a general strike, for instance. Indeed, even whole nations are 
dependent upon industrial conditions in other nations for their wel- 
fare. England would be helpless without the food supplies and raw 
materials which she obtains in trade from her colonies. Germany was 
brought to the verge of starvation by the interruption of her commer- 
cial contact with the rest of the world in the first World War. Even 
the United States with its vast and versatile resources was seriously in- 
commoded by her inability to obtain German dyes and other materials. 
These difficulties did not arise in the simpler system of industry which 
prevailed prior to the Industrial Revolution. Then each family was 
dependent only on its own labors. What it consumed it produced for 
itself, and it did not need to worry about the conditions of production 
away from its own land. So long as the processes of industry function 
smootlily we do not feel this characteristic of our present industrial 
system as an inconvenience, but the moment that anything happens 
to interfere with the process, it causes at once a gTave situation. 

The Worker Divorced from His Product. — Under the simpler sys- 
tem of production which formerly existed, the reward that a person 
got for his labor was his own product. His income consisted of what he 
produced with his own hands. Today this is no longer true. Each in- 
dividual produces only one thing (or only a small part of one thing) 
and depends on others to produce what he needs in his daily life. What 
he gets depends on what he buys, and how much he can buy depends 
on how well he is paid for what he produces. In this complicated way of 
dividing up the social income there is opportunity for' many inequali- 
ties to arise. In the division some individuals get much more than 
others. This has led to the claim that under our industrial system the 
laboring classes do not get all that their product is worth, and are 
therefore robbed. Whether or not this is true we cannot here discuss. 
The problem of what determines the share of the various classes in 
the income of society is so complex that it will require several chapters 
to describe it later in this volume. It is sufficient here to point out that 
specialization has divorced the worker from his product in such a way 
that his income is no longer dependent directly on what he produces, 
but on what purchasing power his contribution to production can 
command. This gives rise to the problems of prices and income shar- 
ing that will be discussed in future chapters. 
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Monotony of Specialized Labor. — It is often claimed that speciali- 
zation, by splitting the processes of industry into simple routine tasks, 
has increased greatly the irksomeness of labor. Most men like to feel 
that they are creating things, and, under proper conditions, will take 
pride in performance. But, as Adam Smith long ago remarked, one 
cannot be expected to be immensely interested in making the hun- 
dredth part of a pin, or to be particularly proud of such an accom- 
plishment. Specialization often requires that a man’s %vork shall be 
no more inspiring than that; it reduces the human being to a mere 
automaton or machine. It is claimed that men rebel inwardly at tliis; 
and also that it is a severe strain on their nervous systems, producing 
fatigue and undermining health. 

On the other hand, some critics of these views point out that in many 
ways specialization has lightened human labor by giving the worker 
only easy tasks to perform, turning the work requiring sheer brute 
force over to a machine. Carpenters no longer have to shorten their 
lives handling the back-breaking jack plane, as they used to do. In 
every factory one can find workers at easy tasks greatly contrasting 
with the burdensome occupations of rigorous farm or frontier life. It 
is argued, also, that monotony is not distasteful to persons of plileg- 
matic, simple minds. The muscles are soon trained to do the routine 
operations, so that they are performed by habit and without mental 
effort, leaving the thoughts free to roam at will. Persons of limited in- 
telligence may not be interested in creative activity, and are perhaps 
better satisfied with tlie meclianical occupation that specialized in- 
dustry provides. Finally, it is pointed out that there arc many kinds 
of specialized work calling for high intelligence and of interesting 
character — such as the operation of complicated machinery, coor- 
dinating and overseeing the work of others, and so on. 

Which of these judgments is correct we cannot answer here. It is a 
problem for the psychologist, the physiologist, and the student of labor 
problems. Probably there is some trutli in both points of view. Un- 
doubtedly we have much yet to learn about these matters, 

B. Exchange, Competition, and Cooperation 

The Nature of Exchange. — Specialization is made pf>ssil>le hy the 
process of exciiange. The farmer specializes on the raising of certain 
food products and raw materials. He produces in tlie course of a year’s 
time many more bushels of corn than he and liis family can possibly 
consume. On the other hand, being a specialist, he lias no time to make 
for himself the wide variety of other products such as food, c lothing, 
shelter, newspapers, machinery, and many other goods ivhich he 
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needs. What he does is to exchange his corn for those products. It is 
so with all other producers. The doctor exchanges his professional 
services, the hod-carrier his muscular labor, the miller his flour, each 
for the divers products which he needs for the daily activities of his 
life. 

In primitive communities much exchange took the form of barter. 
That is, one kind of goods was traded directly for another. In colonial 
America the trapper used to bring his furs to the trading post, where 
he received in exchange for them flour, clothing, and various pro- 
visions. Traders with savage peoples, such as the natives of Africa, 
lay in a store of hatchets, knives, mirrors, and miscellaneous trinkets, 
which they barter with the natives for ivory and other of their 
products. 

Barter, however, is a cumbersome method of effecting exchanges. In 
highly developed communities the process is made very much easier 
to carry on by the use of money. Exchange thereby becomes indirect. 
Instead of exchanging one kind of product directly for another, it is 
now the practice to sell the product for money, then with the money to 
buy the other goods which are desired. This serves to conceal the true 
nature of the exchange process, but does not change it in its essentials. 
True, the farmer sells his corn for money, and then with the money 
purchases the shoes, clothes, fertilizers, seed, etc., but in effect he has 
traded his crops for those articles. Money has simply entered in as a 
convenient medium of exchange, which facilitates the process. 

Confusion of Money Phenomena with Goods Phenomena. — This 
universal use of money in exchange has so effectively obscured the 
process that it leads to many confusions and errors in our everyday 
thinking. We sell our services and our material products for money, 
we buy everything we use with money, we count our wealth and in- 
come in money terms, and we think of our savings as a sum of money 
— until it seems as if money were the very substance of the economic 
structure. If not on our guard we are likely to forget that the real 
wealth, about which the economic activities of men revolve, consists 
of goods. We forget that what the business world is doing is produc- 
ing goods, exchanging the goods for each other, paying the product 
in goods over to the various individuals who helped to produce them, 
and finally using up or consuming the goods so produced. The student 
has already been warned against confusing money with income and 
wealth. As we go on with our study we shall frequently have occa- 
sion again to emphasize the fact that back of every money transaction 
there is a goods transaction, and it will be necessary to be ever watch- 
ful not to be misled by failing to look behind the money facts to the 
more fundamental things. 
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Exchange is Mutually Reneficial. — It is sometimes thought that in 
an exchange transaction between two parties, one of them must be the 
gainer and the other a loser. Such is not the case. In a fair exchange 
both parties are benefited- A farmer who raises corn has more of that 
commodity tlian he can possibly use; the surplus above his own needs 
is of no benefit to him unless he can find someone who will give him, 
perhaps shoes, in exchange for it. TThe shoemaker has more shoes than 
he wants but he lacks corn. In trading, the farmer gives up something 
of little value to him and receives in exchange shoes of greater useful- 
ness, thereby making a gain. The shoemaker is equally the gainer, 
however, and for the same reason. It is no different wlien money is 
paid by one person for the goods of anotlier. Suppose he pays one dol- 
lar for a necktie. He evidently values the necktie more tlian the dollar, 
and more than anything else he could have bought with the dollar, or 
lie would not have made the purchase. He has tliei*efore gained some- 
thing. The seller must also have valued the dollar he received more 
than tlie necktie he parted with, because of something he can buy with 
the dollar which he desires more tlian the tie. Fherefore he, too, has 
gained. 

Competition among Sellers- — Where there is specialization and 
exchange, each producer is desirous of obtaining a buyer for his wares. 
The buyer, however, is unable to purchase everything tliat is offered 
to him, and is obliged to choose between them. Thus different sellers 
come into competition with each other for his patronage. 

Suppose one desires to purchase a fountain pen. He will find a num- 
ber of stationers willing to supply him. Here is competition among re- 
tailers for his trade. The retailers, in turn, arc besought by competing 
wholesalers seeking to supply them with tiieir stocks of merchandise. 
The ivholesalers may buy from any one of a number of competing 
manufacturers of fountain pens, and tlic manufacturers, in turn, find 
competing producers of raw materials ready to furnish them witli the 
rubber, gold, etc., which they re(|uire. Thus, througliout tlie various 
stages of production, there is competition for patronage ainotig pro- 
ducers of the same thing. 

There is also competition among the producers of substitute things. 
In order to ivritc one does not have to fiave a fountain pen; lie can use 
an ordinary pen and holder, or perhaps a pencil. Hence, there is com- 
petition among the producers of fountain pens and other writing 
implements for the writer’s trade. Competition of this sort is wide- 
spread. There is, for instance, the possibility of substituting oleomar- 
garine for butter, beef for lamb, cotton for linen or linen for silk, 
fiber for leather, oil or gas for coal, one kind of metal for another, 
one kind of wood for another, automobiles for horses and wagons. 
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etc.; and in every one of these cases there is competition among the 
producers of the substitute commodities. 

These cases are fairly obvious, but there is a more fundamental com- 
petition just as universal in economic life, although not so noticeable. 
Every seller is a competitor of every other, even though they be sell- 
ers of totally unlike things. Since the consumer’s income is limited, if 
he spends it in one way he foregoes another possible expenditure he 
might have made. What he spends on clothing he cannot use for food, 
and if he purchases an automobile he may be obliged to go without a 
piano. The producer of clothing is then competing with the producer 
of food for the buyer’s purchase, and the manufacturer of automobiles 
with the manufacturer of pianos. Thus, because buyers must choose 
what things they will buy and what they will not, all sellers compete 
with each other for business. 

Finally, there is competition among the sellers of the various means 
of production. The worker sells his labor. In doing so, skilled workers 
compete with unskilled, and men compete with women for employ- 
ment. All of them may compete with machines which are possible 
substitutes for their labor. The owners of different kinds of machines 
or tools compete with each other for the patronage of manufacturers, 
landowners compete for tenants, and so on. 

These various kinds of competition may manifest themselves in va- 
rious ways. Sometimes the competitors are very active. Rival salesmen 
besiege the potential buyer and endeavor to demonstrate the superior- 
ity of their wares. Extensive advertising campaigns endeavor to per- 
suade the consumer to eat more dairy products in the face of equally 
enticing appeals to eat more fruit, while railroads and steamship lines 
issue alluring booklets designed to attract vacation travelers to use 
their respective facilities. Sometimes the struggle becomes more sin- 
ister, as business men resort to cut-throat competition, brute force, and 
underhand methods to drive their rivals from the field. Or the com- 
petition may be quite passive, the parties to it even unaware that they 
are rivals. But it is there none the less, for it exists by virtue of the fact 
that buyers must choose between them. 

Competition among Buyers. — Competition is not a one-sided af- 
fair, to which sellers alone are subject; it exists among buyers as well. 
Goods being scarce, every consumer desires as many of them as pos- 
sible. In the effort to secure them he comes into conflict with other 
consumers. There is, for instance, competition among buyers of the 
same thing. Let us go back to the case of the person who purchased a 
fountain pen. He is not the only individual who has use for such an 
article. There are many other buyers, and as many more potential 
ones who would buy if the price were just a little lower. These buyers 
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are competitors with one another, competing for tlie supply of foun- 
tain pens in the hands of retailers. So also the retailers compete with 
one another for the stocks of wholesalers, and the wholesalers compete 
for the products of manufacturers. At every stage in the various suc- 
cessive processes of production are many buyers, just as there are many 
sellers, competing with each otlier for goods. 

There is also competition among buyers for the various resources, 
materials, and other means of prodnction. Coal operators compete 
with iron and steel manufacturers for the supply of labor, wheat farm- 
ers compete with corn farmers for the supply of land, manulacturers 
compete with domestic consumers for the supply of coal, and so on. 

Competition among buyers is sometimes active, sometimes passive. 
We see it in most active operation at an auction sale where various 
bidders outdo one another to obtain possession of some desired object. 
It manifests itself again in the “want-ads” affering to employ labor 
published in the daily newspapers. It is most acute in times when there 
is an unusual sliortage of something. During the first World War. when 
housing facilities were scarce, there was a great scramble among tenants 
to be first to secure a vacant dwelling; and there are times when em- 
ployers of labor will send out agents to entice workers away from other 
occupations by offers of better wages. Usually, however, competition 
among buyers is more passive than that between sellers. But it is there 
none the less, and every seller knows he can rely upon it to secure him 
the best price for his product that the market will afford, for if he 
offers his wares at a certain figure, a certain numfjcr of buyers will 
purchase it, while if he raises the price, some will drop out of the mar- 
ket, while others will continue to buy, showing that titere are always 
some ready to outbid rival consumers ii necessary to obtain possession 
of the available supply of merchandise. 

Restrictions on Competition. — Although competition is very wide- 
spread, there are often obstacles to its perfect operation. One such 
obstacle may be the presence of. an agreement between sellers not to 
cut prices, or the control of the supply of a commodity by a inoitopoly. 
Such cases as these are very numerous. They restrict the scope of com- 
petition but do not eliminate it. A single group of producers may have 
a monopoly of anthracite coal production, hut they must still compete 
with the producers, of bituminous coal, and of other fuels, sticli as 
wood and oil. There may be only one fiardware mere hant in a small 
town, so that he is freed from coinpetitioit there, hut there is still the 
possibility that hardware users may buy from merchants in otlier 
towns if he tries to take undue advantage ol his position Similarly, a 
national monopoly may have to compete with producers in another 
country. Even the most perfect monopoly of a product is limited in its 
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powers by the fact that consumers may stop buying and spend their 
incomes on other things if it boosts its prices too high. 

'The sharpness of competition is also dulled by the ignorance or 
lethargy of people. We are likely to patronize a store near at hand, 
although we might do better elsewhere, simply because we are too hur- 
ried or too lazy to look further. A laborer may accept employment on 
poorer terms than he might have obtained in some other occupation 
or at some other place because he is not informed of the other op- 
portunity. The first of these cases frees the seller, the second frees the 
employer, of a certain amount of competition. There are many similar 
examples. Particularly in retail trade the customers are influenced by 
lack of knowledge of market conditions, by inability to judge the qual- 
ity of similar goods, by habits or personal whims or clever advertising, 
to give their custom to one dealer in spite of better offers from another. 
This lessens the rigor of competition for the favored seller. Here 
again, however, the limitation on the force of competition is not very 
great. If there are extreme differences in the advantages offered by 
competitors they will make themselves felt, and the obstacles to the 
operation of competition will be overcome. 

Cooperation among Sellers. — Universal as is competition in eco- 
nomic life, cooperation is equally prevalent and just as fundamental. 
This may seem paradoxical but it is none the less true. In fact, co- 
operation arises out of competition. Although the sellers of dairy 
products compete among themselves for the patronage of purchasers 
of butter, milk, cheese, ice cream, etc., they have a common interest 
against the producers of other products which bid for the favor of 
consumers. It is to their interest to reduce competition within their 
trade as far as possible and combine their energies in promoting the 
sale of dairy foods. So we have associations of dairy products manu- 
facturers to advertise their goods and to promote the interests of the 
trade generally. Throughout the various stages of industry we have 
similar associations — of retail merchants, of wholesalers, of manu- 
facturers, fanners, bankers, etc. Such cooperation runs not only along 
the lines of the various trades, but also all the business men in a cer- 
tain community, although each is engaged in a different branch of 
industry, may find that they have certain interests in common — such as 
the desire to ‘'boom” business in their town in competition witli other 
towns, or to secure From the government legislation beneficial to them 
all. So we have chambers of commerce in our cities, and nationwide 
organizations such as the National Association of Manufacturers. 

Labor unions are a form of cooperation among sellers. The workers 
in a given trade have tlieir labor to sell to employers. They can bar- 
gain with them more effectively if they suppress competition among 
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themselves and present a solid front. By this unity of action employers 
can he made to grant concessions which could not be obtained from 
them by individual employees acting alone. 

A frec|uerit form ol association among sellers is monopolistic com- 
bination, of which so many conspicuous examples have been exposed 
to the public in recent years. All the business men who constitute the 
monopoly gain by the elimination of competitiT)n among themselves, 
for they c:an usually produce moi'e economically and sell at higher 
prices as a result ol their union. 

Cooperation among Buyers. — , Consumers also find it to their ad- 
vantage to cooperate in buying commodities or services jointly desired 
by them. Farmers, for instance, find that they can obtain their fer- 
tilizers. seeds, tools, and other articles on better terms if they club 
together for that purpose than if they act independently. So we have 
farmers’ granges and cooperative stores. Xhere are many other <*o- 
operative stores, among workingmen, among college students, and 
among the public at large. In these associations a number of consum- 
ers contribute enough capital to lay in a stock of merchandise, appoint 
people to manage the enterprise, and share in the profits. Usually 
each person’s share in the earnings is based on the volume of his pur- 
chases during the year. In this way the members of the cofjperative 
association obtain their goods at less cost than they would have to 
pay elsewhere. In England the Rochedale cooperative stores organized 
on this principle are very numerous and successful, carrying on an- 
nually a surprisingly large amount of business. Attempts at coop- 
erative buying in the United States have been less successful. 

Employers’ associations are frcf|uently formed for the pur|>ose of 
dealing collectively with their employees. By this cooperation they 
obtain an advantage in bargaining to offset that gained by tlie or- 
ganization of laborers into unions. Xhese associations are practically 
buying associations to obtain the services of labor on the best possible 
terms. The trade agreements made at stated periods in this country 
between the coal operators and the miners are a good example of this 
kind of cooperation. Here is a cooperative organization of buyers 
dealing collectively with a similarly cofiperative organization of sell- 
ers. Many other cases of the kind can be found in industry today. 

The Cooperation of Specialization. — All the types of cooperation 
so far mentioned have been consciously adopted by men for the 
furtherance of certain very definite aims: hut there is an unronscious 
coeij^eration running through the industrial system wliich is far more 
universal and fundamental. It arises out of the fact that industry is 
specialized and characterized by tlie processes of exchange. Speciali- 
zation is often called the division of labor; it is ecjually correct — and 
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far more significant — to describe it as the cooperation of labor. It is 
wise to emphasize this very strongly, for in these days of strenuous 
competition it is apt to be overlooked. The fact that the labor of the 
community is divided among many individuals for its performance 
is equivalent to the cooperation of those individuals in the production 
of economic goods. The kinds of cooperation involved in speciali- 
zation and exchange may be classified in a manner very similar to that 
which we found applicable to the different kinds of competition. 

There is, for instance, cooperation among producers of the same 
thing. It is easy to see that the workers at given tasks in an industry 
are cooperating with each other for the making of their common 
product. The many employees of a shoe factory, some of whom fash- 
ion the soles, others of whom sew the various pieces together, while 
still others put in the eyelets, nail on the heels, and so on, are com- 
bining their efforts toward a single goal — the making of the finished 
shoe. The product is the result of their joint effort. 

It is plain that the workers in different stages of a chain of pro- 
ductive processes are likewise cooperators in achieving a final result. 
The shepherd who tends his flock and disposes of the wool from his 
sheep, the woolen manufacturer who converts it into cloth, the cloth- 
ing establishment that fashions the cloth into garments, and the 
wholesale and retail merchants who bring it into the possession of 
consumers — all the workers who have a hand in any of these pro- 
ductive operations — ^are cooperating in the production of the com- 
pleted article. 

But the economic cooperation between the members of society un- 
der the present industrial system is much broader and more funda- 
mental than that which is .seen in the above two cases, for there is also 
cooperation among the producers of entirely different things. The 
present organization of society is one in which each individual is a 
specialist to a very great degree. He produces one product exclusively, 
or more likely only a small part of one product. As we learned in a 
preceding paragraph, he secures what other products he needs in his 
daily life not from the work of his own hands, but by exchanging his 
product for that of other individuals. The result of this process of ex- 
changes is that each individual is contributing something to the needs 
of others and receiving a contribution from them in return. All the 
men in the productive process are really cooperating with each other 
to gratify their respective desires. The wealthy manufacturer of woolen 
clothing in a New England town is a sort of partner to the laborer in 
the Chicago stockyards who spends his days in sticking pigs, for the 
former is making clothes for the laborer to wear, while the latter is 
preparing pork for the manufacturer’s dinner. They are exchanging 



56 PRINCIPLES OF ECONOMICS 

products with each otiier. This is cooperation of a very fundamental 
sort, and it is inherent and universal in our industrial system. It 
means, in effect, that persons of all classes in tlie United States are co- 
operating with each other, and with those in other parts of the world 
— even with the meanest coolie in China who is producing rice for 
their tables. The remarkable fact about this is that it is entirely spon- 
taneous and unconscious. We do not consciously effect an exchange 
of our products for those of others, because in nearly every case money 
enters into the transaction. Yet the cooperation is there. 

Solidarity. — In spite of the prevalence of competition on all sides 
in society today, therefore, we live in a %vorId of mutual interdepend- 
ence. This interdependence was mentioned before as one of the con- 
sequences of specialization. We are now better able to appreciate its 
importance. The economic well-being of every member of society is 
closely bound up with that of his fellows, and lie cannot escape from 
this association. Economic life is a great process of mutual aid. This 
inter-relationship is well expressed by the term solidarity, which 
means the oneness or interdependence of human beings in society. 
The fact of solidarity brings it about that the prosperity of each of 
us is closely affected by the behavior of others, and our actions affect 
them in turn. Thus if one works industriously he increases the wealtli 
of his fellows; if he shirks or is idle he is diminishing the prosperity 
of all. A railroad strike or a business failure affects not only the parties 
immediately concerned, but reacts upon persons in other occupations 
and far-distant places; the discovery of an oil 'ivell or the invention of 
a new marliine benefits not only their owners but the community as 
a whole. If everybody realized the significance of solidarity and acted 
accordingly, many economic fallacies would be avoided and probably 
everybody would be more industrious. For all the members of soc iety 
will gain most if everyone is producing to his fullest and best, and 
everyone loses when anyone does less well than he miglu. This lesson 
is not only a moral preachment; it is a plain scientific truth. 

Sum MARY 

In the modern industrial system the labor of the community is 
specialized. (3r divided. It is specialized into trades, tasks, and stages. 
There is also geographic specialization, by which whole towns, regions 
and nations concentrate their production upon certain products. Spe- 
ciaiiz.ation depends upon the size of the market for products, since a 
high degree of specialization cannot be carried out unless vast (|uan- 
tities of each product can be made in one establishment and widely 
sold. 
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Specialization has led to important consequences. It has helped to 
increase the abundance of goods by increasing the productiveness of 
labor. It does this because (1) it develops an acquired skill in the 
worker by concentrating him upon a given task at which he becomes 
expert; (2) it enables him to concentrate upon that occupation best 
suited to his ability; (3) it makes possible the use of machinery; (4) in 
the case of geographic specialization the industry of a region can be 
adapted to its natural resources; and (5) whole communities can de- 
velop technique and skill for certain kinds of production. Speciali- 
zation has caused uniformity of goods of a particular kind, but has 
added variety to our lives by giving us more kinds; it has increased the 
dependence of individuals and communities and nations on each 
other; it has separated the worker from his product, thereby making 
his income dependent on prices and giving rise to difficult problems 
of value and distribution. It is also alleged that it has increased the 
monotony and irksomeness of labor, although this is disputed. 

Specialization is accompanied by exchange, each person trading his 
product for the product of others, through the medium of money. 
The use of money conceals the true nature of the process, but at bot- 
tom it is essentially an exchange of goods for goods. In a fair exchange 
both parties are benefited. 

In a system of exchange there is competition among sellers of the 
same thing, among sellers of substitute things, among sellers of quite 
unlike things, and among sellers of the various means of production. 
There is competition also among buyers of the same thing, and among 
buyers of the means of production. Perfect Freedom of competition is 
restricted by the organization of monopolies and by the ignorance or 
lethargy of people. 

Men are often led to cooperate where they have common interests 
as a group against the competition of other groups. Thus there arises 
cooperation among sellers of the same product, among laborers, and 
so on. Sometimes the cooperation takes the form of monopoly. Simi- 
larly, there is cooperation among buyers, such as cooperative stores, 
and employers’ associations. More fundamental than these, however, 
is the cooperation that exists by virtue of specialization and exchange, 
which means that many specialists cooperate to produce the same 
things, and that producers of different things are cooperating to pro- 
vide each other with their several products. Thus the modern world 
exhibits solidarity, the mutual interdependence of all the members of 
society. 
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REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The classical basis for all subsequent discussion of the division of labor 
was laid in Book I, Chapters i to 3, of Adam Smith’s famous essay on The 
Wealfh of Nations, A later analysis, particularly of geographical special- 
ization, is given in Alfred MarshalFs Principles of EroyiomUs (5ih and later 
editions), Book IV, Chapters 8 to 10. Fuller and more up-to-date treat- 
ments of this topic will be found in E. L. Bogart and C. E. Landon, Modern 
Industry (1927), Cdiapiers 3 to 6, inclusive. Consult also the article on 
Specialization in the Encyclopedia of the Social Sdences. 

Chapter 6 of Henry Clay’s Economics, an Introduction jot the General 
Reader (American edition, 1920) presents a most interesting discussion of 
competition and cooperation, which has helped me considerably in pre- 
paring the present chapter. T. N. Carver’s Essays in Social fust ice (1915) 
have also been of value. Chapters i to 5 of that most stimulating volume 
set forth very forcefullv and convindnglv the dominance of competition 
in modern economic life. On the other side, F. Kropotkin’s Mutual Aid 
(English edition, iqo2) contains a great deal of valuable information show- 
ing the influence of cooperation in social activity. 



Chapter IV 


THE TIME-CONSUMING PRODUCTION 
PROCESS 


A. The Time Element in Production 

The Roundabout Process. — The wants of primitive man were few 
and simple, and his methods of meeting them correspondingly direct. 
If he wanted water, he fashioned a crude jug of clay, baked it in the 
sun, and carried it on his shoulder to the nearest stream. If he needed 
a fiabitation, he fashioned a bow and arrow, shot some animal, skinned 
it with a crude stone knife, and made himself a tent. These processes 
did not consume very much time, nor did they require much equip- 
ment. Hence, the possessions of such people were few and of a rather 
elementary character. 

The wants of civilized man are more varied, and his methods of 
providing for their fulfillment very much more complex. In order 
to provide water for a modern city, men must first extract iron ore 
from the ground, purify tire iron, convert it into machinery, with the 
machinery and more iron make pipes and plumbing fixtures. Prior 
to most of these operations, rock must be quarried, bricks baked, and 
cement manufactured, in order that the necessary buildings may be 
erec ted. Finally, reservoirs and pumping stations must be constructed, 
and pipe lines, sewers, and plumbing systems must be installed. When 
all this has been done, but not until then, water flows freely in 
every home, and can be obtained by the mere turning of a faucet. The 
building ol a modern d^velling is ecjually complex; and it is the same 
with e\ery product that w^e have. All are obtained in a long, com- 
plicated. roundabout process. 

Or, tonsider the matter of food. Primitive man needed but a few 
tools to sec lire it. A bow and arrow suffic ed to obtain his meat; fruit 
and vegetables lie c ould pluck with his bare hands from the trees and 
plants. Modern man goes at it very differently. As in the case of the 
water system, he begins with the mining of iron and its conversion 
into steel. Then he makes axes, spades, plows, harrows, tractors, reap- 
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ing, threshing, and binding machinery. He dears the land of trees, 
plows and harrows it, surrounds it with fences. On the land he erects 
barns and otiier buildings, which require the prior making of other 
tools and securing of various materials. Then he selects the best 
breeds of animals, and sets them to gi'aze, or the most promising kinds 
of seeds and plants them in the soil. When the animals are reared and 
the grain is iiarvested, they must be transported by trucks and rail- 
roads (whose production necessitated another long line of preliminary 
processes) to meat-packing plants in the one case and to milling 
establishments in the other. Back of these establishments lie other 
chains of prior activity, reacliing eventually to some sources in forest, 
field, and mine. Here they go through various processes of manufac- 
ture, until they emerge as beef and breakfast food. Finally, through a 
series of facilities and dealers tiiey get to the consumers' tables. A long 
and coxn plicated secjuence, indeed! Yet such is the process by which 
modern man procures his food; and it is pretty much the same with 
every good he uses. 

Xhe essential difference between this process and the more direct 
methods of primitive industry is that modern industry is spread over a 
longer period of time and requires the expenditure of more prelim- 
inary labor. The preliminary labor, instead of being directed toward 
the immediate satisfaction of some want, is devoted to making some 
kind of implements or ecjuipment from wliich want-satisfying goods 
will eventually emerge. This result, however, may be a long way off. 
Months or years must elapse between the first step in the opening of 
an iron mine and the eventual flow of water in con.sumers' homes; 
and it will be many more years before the total anK)unt of water so 
obtained is sufficient to compensate for all the preliminary effort that 
went into the construction of the water system. Similarly, a long time 
must elapse between the original activity of tool making, forest clear- 
ing, and so on, and the appearance of food on our tables. 

The Roundabout Process Increases Production. — We go through 
this devious path because, in the long run, it yields more goods. The 
roundabout process is vastly more productive than more direct meth- 
ods. This will be apparent if we make a simple comparison. Suppose 
we had at our disposal the labor of one hundred men over a period 
of ten years, which we may assume to be sufficient for all the suc- 
cessive operations necessary to complete a small water system, from 
the initial mining of iron and cpiarrying of rock to the final installa- 
tion of pipes and fixtures. If we keep these men working througlioiit 
the decade at carrying water in jugs and distributing it in person to 
the people of a small community, they may supply enougli water for, 
say ten thousand inhabitants. At the end of the ten years, there would 
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be nothing to show for their labor except that the people would have 
been prevented from perishing of thirst during this period. But if we 
take those same men and set them to work constructing pumping sta- 
tions, reservoirs, pipe lines, and plumbing systems, it is quite certain 
that the total amount of water made available to consumers through- 
out the life of the completed system would suffice to provide the needs 
of a population many times as great for many years to come. The same 
quantity of labor has worked for the same period of time in both cases. 
In the first case, all the labor was applied directly to the carrying of 
water. In the second case, it was applied indirectly, and a far greater 
product resulted. Thus the roundabout process is far superior, and 
there can be no question that the per capita output of modern in- 
dustry is tremendously greater than that of primitive industry because 
the modern method is roundabout. 

The Vertical Structure of Industry. — As a result of the round- 
about process, industry is divided into successive stages, some of which 
are near to, others remote from, the ultimate consumer. This succes- 
sion of stages is sometimes called the vertical structure of industry. 
It can be illustrated by our previous example. The mining of iron 
and the making of bricks constitute remote, or early, stages in the pro- 
duction of drinking water. The laying of the pipes and installation of 
the fixtures constitutes a stage somewhat nearer, or later. Finally, the 
pumping of water into reservoirs, whence it flows to the user, consti- 
tutes the nearest, or final stage, in the production of water. The great 
Boulder Dam irrigation project offers another example. The making 
of concrete for this dam, the construction of the dam itself, with its 
aqueducts and irrigation ditches, leading water into the fields of farm- 
ers, the growing of vegetables on the fields so irrigated, the marketing 
of those vegetables through wholesale and retail traders, and, finally, 
the cooking of those vegetables in consumers’ kitchens — these repre- 
sent different stages of remoteness and nearness in the production of 
food. We can think of the whole process as one in xvhich the goods at 
remote stages gradually ripen into consumable goods over a consider- 
able period of time. 

The division of production into successive stages is closely asso- 
ciated with tlie specialization by stages that was described in the pre- 
ceding chapter. Because of this fact, students often confuse the round- 
about process with specialization. However, the two are not identical. 
It is possible to have specialization without time-consuming methods 
of production. Such would be the case if an Indian tribe were to di- 
vide the labor of fruit-gathering, hunting and clothes-making, etc., 
among its members, each working at one of these tasks, with little or 
no use of machinery or tools. On the other hand, it is conceivable that 
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there might be roundabout production without specialization. Such 
was the case, to some extent, with the early American pioneers, each 
of whom built his own barns, made many of his own tools, and de- 
voted a great deal of preliminary labor to moderately remote stages 
ot production, working pretty much alone. In modern socuty, 
however, the two phenomena go hand in hand; we liavc both 
specialization and roundaboutness, each facilitating the other. 

Durable Goods and the Gradual Release of Services^ — The spread- 
ing of production over a period of lime is not altogether a matter of 
successive stages. Equally important (if not more so) is the fact that 
much of the equipment with which industry is carried on is of a dur- 
able character. A machine may last for several years, a factory build- 
ing or a liouse for several decades, and a railway tunnel or a dam for a 
century or longer. Parts of the roads built by the Romans are still in 
existence. During the entire useful life of these durable forms of 
wealth they continue to yield services to tlieir owners. The machine 
and the factory building each go on, playing their part in the industry 
where they are employed, until tlie one is worn out and the other falls 
into decay, or until they become so out of date tfiat they are scrapped; 
the house keeps on providing slielter for its occupants; the tunnel and 
the dam continue, eacli in its respective role, until titey coIlap.se, or 
are no longer needed. 

The creation of durable wealth is usually an expensive undertak- 
ing, because it requires a great amount of productive activity. It takes 
a considerable force of men, working svith apprcjpriate tools and ma- 
terials, tfiree or four months to build a haii.se. three or four years to 
build a great dam. All tliis productive effort is merely preliminary 
to the end-product which will finally emerge from the c<|uipnient so 
created; and it may be a long time before the full fruit of tins effort is 
realized. Not until the last bit of service has been gotten from tlie dur- 
able wealth — months, years, or decades later — do the effects of the 
original contribution of those who produced it cease. We can there- 
fore think of such wealth as a sort of store of scrvic:es, embodied in it 
by production in the past, which services are gradually released during 
the course of its useful life. 

The creation of durable goods must be regarded as production re- 
mote in time from ultimate consumption, even though the goods 
are to be used directly by the consumer. A dwelling house, for in- 
stance, yields services directly to its occupant- However, these services 
are released so gradually tliat most of them are not enjoyed until 
long after the liouse is built. The ma jor part of the productive activity 
that goes into its construction, therefore, is directed towards a quite 
distant future; it is remote from final consumption. On the other 
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hand, a more perishable good, even though it be produced at a stage 
of production several steps removed from the consumer, may not be 
very remote from him in time. Cotton growing in the fields today 
may be a shirt on someone’s back a few weeks hence, in spite of the 
fact that it must pass through several stages of production in the 
meanwhile. It is the passage of time, rather than the succession of 
processes, that is the significant phenomenon with which we are here 
concerned, and it is in that sense that the word remote will henceforth 
be used. 

The amount of durable goods now at the disposal of society as a re- 
sult of past production is very great. It has been estimated that the 
total value of man-made equipment in the United States is equal to 
three or four times our annual ineome.’^ This means that if the entire 
nation were to devote all of its productive efforts exclusively to the 
task, it would take some three or four years to reproduce this equip- 
ment. The latter is an important source of our present income. Its 
contribution to our material well-being is well-nigh incalculable. 

Xlie Time Element in Production Requires Waiting. — The ulti- 
mate aim of all production is consumption — that is, the use of goods 
in the direct gratification of desires. The preceding analysis reveals, 
however, that production is carried on, for the most part, in pre- 
liminary operations more or less remote from consumption. The fact 
that a considerable period of time must elapse before remote produc- 
tion finally yields its fruit in consumable products presents a financial 
problem. Production must be paid for w'hile it is taking place. Some- 
one must hire laborers and pay them wages. Materials must be bought. 
Land must be leased or purchased. Yet these expenditures will not 
be returned until the consumable products resulting from them can 
be disposed of. This means that someone must advance the costs of 
carrying on the preliminary processes and wait for repayment. 

In some cases, the waiting period is short. The flour that is used in 
a bakery can soon be baked into bread which consumers will pay for. 
But the money invested in the bakery itself is not so quickly recov- 
ered- The initial expense of constructing and equipping it is con- 
siderable, and many loaves of bread must be sold over a long period 
of ensuing years before enough is returned to recompense the owner 
for this expenditure. Almost every business enterprise presents a simi- 
lar problem. 

Surplus Essential to Time-consuming Production. — This waiting 
would not be possible if there were not a surplus of consumable goods 
available to support those who are working in the more or less re- 
mote operations of industry. For, since their labors do not yield con- 

1 Wesley C. Mitchell, Business Cycles: The Problem and its Setting (1927), p. 98. 
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siamers’ goods until some time in the future, they must perforce be 
sustained now, either from a stock of such goods accumulated in 
advance, or from the surplus of such goods being currently produced 
by other workers. It is from the latter source, for the most part, that 
they are supported. 

A community so poor that it was compelled to devote all of its la- 
bors to providing the barest necessities for its people could not have 
a modern water system, for if any of its workers were withdrawn from 
producing food and clothing to work on reservoirs, pumping stations, 
and pipe lines, some of its members would have to go unfed and un- 
clothed, xvhich would probably put an end to tlie adventure. Suppose, 
however, that a part of the population could produce enough means 
of subsistence for everyone; it would then be possi!>le to employ 
the rest of the workers at making eejuipment tor a more efficient water 
supply. Thus the community could embark on more routuiabout pro- 
duction. 

The roundabout process, once begun, provides tfie means for ex- 
tending it further, for when tools and implements t>egin to be used, 
the increased output of consumers' goods releases tvorkers to produce 
more equipment. Thus the procc.ss, at first difficult to embark upon, 
becomes ever easier. So, highly industrialized nations enjoy increasing 
prosperity as time goes on, and their standards of living rise progres- 
sively. 

B. Saving 

Saving and Investment Essential to Time-consuming Production. 
— Altfiough surplus income is essential to timcM'onsuining produc- 
tion, tlie mere existence of such surplus does not make it certain that 
lengthy productive methods will !>e employed. The people wlu^ have 
more productive power than they need for a bare existence may prefer 
to t'educe their hours of work, and so enjoy increased leisure, instead 
of engaging in I'emote productive operations; or, they ntay consume 
their surplus in extravagant living. If surplus produrtive power is to 
be employed in the carrying on of productive operations at remote 
stages, or in the making of durable goods, there must be willingness 
so to employ it. The people, or at least some of iheni. must deliljeraiely 
choose to work now at producing goods remote from final tonsump- 
tion, for the sake of the increased flow of consumable produc ts that 
will result in the future. Such an act of choice takes tlie form of saving 
and investing. This statement needs some explanation, for we or- 
dinarily think of saving as the setting aside of money, and it is not at 
first apparent that remote production is involved. 

The money income which a person receives represents a claim on 



TIME-CONSUMING PRODUCTION 65 

the current product of industry. If it is “spent,” this claim is used to 
buy goods for immediate consumption, such as food and clothing, or 
admission to a motion-picture show. Producers, responsive to the de- 
mand for goods, will meet this expenditure by manufacturing the 
articles mentioned. “Spending” thus has the effect of directing pro- 
duction toward goods which are near to the consumer. When we 
“save,” we decide to forego the privilege of immediate consumption. 
Instead of purchasing goods for our present enjoyment, we invest the 
amount saved in stocks or bonds; or, perhaps, we deposit it in a sav- 
ings bank. If we buy newly issued securities, the money goes to the 
corporation which issued them. If we put it into the bank, the latter 
ordinarily invests it in securities, mortgages, or the like. In either case, 
the result is that our claim on current product is turned over to busi- 
ness men; or perhaps to prospective home-owners desiring to finance 
a home-building project. The business men and home-owners now 
have money, saved by others, which they use to purchase equipment 
of which they are in need. This causes production to be diverted from 
immediately consumable goods to more remote products, especially 
to such durable wealth as factories, power plants, railways, machinery, 
and houses. The ultimate claim on these remote goods rests with the 
savers who made this production possible, for they own the stocks or 
bonds through which the production of the remote goods was financed; 
or, they have a claim on the banks, which, in turn, hold claims on the 
bonds or mortgages of the business men and home-owners to whom 
loans have been made. 

This analysis shows that the real difference between “spending” and 
“saving” (if the savings are invested) is that, in the case of jthe former, 
final goods, yielding immediate enjoyment to the consumer, are pur- 
chased, while in the case of the latter, remote goods are purchased, 
yielding utilities sometime in the future. The money is spent, in the 
sense of being paid out for goods of one kind or another, in both cases. 

Hoarding and Spendthrift Loans. — The qualification contained 
in the above parenthesis, that savings represent money spent for re- 
mote goods, “if they are invested,” is an important one; for, if the 
savings are hoarded in the form of money, thev obviously are not 
spent for durable goods. In certain countries of the Orient, a great 
deal of saving takes the form of stores of gold and silver. Some saving 
of this sort goes on in Occidental countries, also, but the amount of it 
is usually negligible. In times of business depression, however, when 
very little investment is taking place, a great deal of idle money may 
accumulate in our banks, taking the form of unexpended bank bal- 
ances. In both these cases, the money is withdrawn from circulation, 
for the time being, and is not used in the time-consuming process of 
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production. No addition to the community’s stock of durable wealth 
results from it. Hoards of gold and silver do constitute durable wealth, 
of course, but wealth which is not being productively used. 

Sometimes what appears to bean investment, from the point of view 
of the individual, turns out to be consumption, from the point of view 
of society. One may lend one’s money savings to an improvident man. 
who borrows to give an elaborate wedding for his daughter. Here 
goods are consumed, no durable wealth is created. .A more important 
case is that of investment in government war loans. Some of this in- 
vestment may take the form of arsenals, forts, sliips, and other durable 
equipment; but much of it goes into munitions which are soon used 
up and destroyed. Loans of this type, which dissipate savings in con- 
sumption, are called “spendthrift loans.” 

Nominal and Real Savings. — In recognition of these unproduc- 
tive investments, it is well to distinguish between nominal savings 
and real savings. Nominal savings consist of money income withdrawn 
from immediate consumption by its recipients. Real savings consist 
of accumulated stocks of wealth, resulting from investment.^ These 
will take the form of durable goods, such a.s buildings, railways, 
bridges, highways, ships, vehicles and machinery, and of stocks of 
raw materials and partly finished merchandise somewhere on their 
way through the production process. 

The Purchase of Wealth Already in Existence. — Sometimes, when 
money is saved, it is used to purcha.se some form of wealtli already in 
existence — a piece of real estate, or stocks or bonds Issued some time 
ago to previous investors, so that they now represent claims to cc|iiip- 
ment already constructed. In such cases, theie is a mere transfer of 
ownership. Whether or not such savings are real, or only nominal, 
depends on what is done with the money by the person who receives 
it in exchange for his property. If he uses it to take a trip around the 
world, the savings are dissipated in consumption — they are only nom- 
inal. If he buys a house already built, there is a second transfer, and 
we must trace the funds further. But if he, or the next recipient, uses 
the money to bring new wealth into existence, the savings are real. 
Sooner or later, the great bulk of saving takes tins last form. 

Sources of Savings. — In modern communities, most savings arise 
in the following ways: (i) Voluntary individual saving, by persons 
who set aside From their current money incomes sums whi< h tliey put 
into savings hanks or other financial institutions, or with whicii tliey 

a This will include hoards of metal, jewelry, etc., but will exclude idle l)ank balances 
(in so far as they arc not fully covered by specie reserves — see Chapter VIII) and spend- 
thrift loans. 
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purchase securities. Such savings are the result of personal thrift. (2) 
Voluntary corporate. saving, which comes about through the reinvest- 
ment of corporate earnings. When a business firm is making profits, 
its directors may decide that it is wise not to distribute all the gain to 
the stockholders, but to use part of it for making additions to the 
company’s plant, or for other purposes conducive to the welfare of 
the enterprise. Here the stockholders are saving by proxy, as it were, 
the directors acting for them. Reinvested earnings of this sort are an 
important source of new equipment in this country. (3) Involuntary, 
or forced, saving. We shall learn later that the nature of our banking 
system permits the banks to create funds which they place at the dis- 
posal of business men, funds which do not come from the voluntary 
savings of anyone, but which are brought into existence by the banks 
themselves. Fuller explanation of this will be reserved for the chap- 
ters on money and banking. 

The processes of saving and investment are so complicated that 
special financial institutions have been developed to provide for them. 
These also will be considered in due course. 

Depreciation of Durable Wealth. — After durable wealth has once 
come into existence, it begins to wear out. Machinery at best has a life 
of only a few years, and buildings, even of the most substantial con- 
struction, eventually crumble and decay. This gradual deterioration 
is known as depreciation. In addition to being caused by wear and 
tear, depreciation may occur because a particular kind of equipment 
has become obsolete. The invention of talking pictures made almost 
useless the expensive pipe organs with which so many theaters were 
equipped in the days of the silent cinema, and the development of the 
auto-bus caused many street-car lines to be abandoned and their track 
torn up. The scrapping of much industrial machinery and plant that 
is not worn out, but has merely been superseded by something better, 
is a common phenomenon in a progressive economy. 

Since depreciation does occur, our industrial equipment can only 
be maintained by continual repairs and replacements. Like the orig- 
inal creation of the equipment, such repairs and replacements require 
saving. So, the owner, if he is to preserve his investment, must con- 
tinually provide new funds for this purpose. Good business men recog- 
nize this, and it is their custom annually to lay aside a portion of 
their earnings in a “depreciation fund” to replace their equipment 
when it is no longer fit for use. Failure to provide such a fund will 
mean larger profits for consumption now, but will bring the business 
to grief sooner or later, as many a careless investor has found out, to 
his sorrow. Hence, it is considered good financial practice to regard 
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the maintenance of plant and its replacement as one of the normal 
costs of conducting the business, wliich is provided for as regularly as 
the nayment of interest, taxes, wages, or any other business cost. 

The Making of Advances. — Not all of tliose who are engaged in 
the more or less remote operations of production wait for the fruits 
thereof. The waiting is done by those who save and invest. The other 
participants are paid at once for their contributions, even though 
they are at very remote stages. The laborers employed in the construc- 
tion of a waterworks do not have to wait until enough water has been 
sold to consumers to cover the cost of their labor. They receive their 
wages immediately, or at regular short intervals, long before dams, 
pumping stations, pipe lines, and sewers have been completed, and, 
therefore, long before a single drop of water has reached the users. 
Who pays these wages? They are advayiced out of the savings of those 
who invest their money in the enterprise. When a man invests his sav- 
ings directly or indirectly in a business project, he puts tlie managers 
of that business into the possession of funds with which they can set 
labor to work producing equipment. That is the real object of the 
investment. Money savings represent a claim on tlie current income 
of the community. Part of that income is in the form of consumable 
commodities and services. Through the business managers, the claim 
is transferred to the workers who arc employed in producing the 
kinds of wealth tvhicli tlie business needs. They receive immediately 
consumable goods and the investor obtains equipinent in exchange For 
them. This has been described as an exchange of present for future 
goods. When an employer pays wages to laborers, he is usually giving 
them present goods in excliange for equipment w'fiich %vill ripen into 
consumable goods in the future. This process is continually going 
on; the spreading of production over time, tlierefore, involves a series 
of advances to labor. 

Advances are made not only to laborers, but also to many other 
participants in the productive process. They are macie by investors 
to business men, and by one investor to another. To return to our 
previous illustration, the payments made in the construction of a 
waterworks consist not only of wages to laborers, but also of payments 
for materials used, such as concrete, iron and steel. In paying for 
these, the builders of the waterivorks arc making an advance to the 
people from whom the materials were purchased, for these materials 
will yield no consumable income until tlie water system is put in 
operation at some time in the future. Part of this advance for materials 
goes to recompense the investors for wages previously advanced to 
laborers who made the materials, part to business men as profit for 
their part in making them, and part as interest to compensate investors 
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for their investments in the equipment used to produce the materials. 
So, the investors in the system are not only making fresh advances for 
construction work carried on at their stage of the production process, 
but are repaying others for previous advances made by them in pre- 
liminary stages. There is a succession of advances made by the in- 
vestors at one stage of production to participants in preceding stages 
throughout the industrial process. 

Advances made in the construction of durable wealth are not re- 
paid until the lapse of a considerable period of time. For, as we have 
seen, the investor must wait a long while for the full services of this 
wealth to be released, and he is recompensed for his advance only in 
the installments of income produced by the wealth through its life. 
On the other hand, advances made in the purchase of raw materials 
and more perishable goods will be repaid to the investors at that stage 
soon; for, when such goods have passed through a given stage of pro- 
duction, they emerge as salable products which are paid for by the 
buyer, even though they be employed at stages somewhat remote from 
the final consumer. The buyer in this case has taken over the advance 
made by the seller at the previous stage, and the former must then 
wait until he, in turn, is repaid by the next buyer. In the making of 
cotton shirts there is a heavy investment in durable equipment at 
each stage of the process. There is the cost of the farm on which the 
cotton is grown, and of the factory and machinery in which the cloth 
is made into shirts. Only a small part of this cost can be collected in the 
selling price of each shirt, so it will be a long time before it is all paid 
for. Not so with the materials used in the several stages of shirt- 
making. The farmer gets back his investment in seed and fertilizer 
when he sells the cotton to the weaver; the weaver is paid for his cot- 
ton when he sells the cloth to the shirtmaker; and the latter is paid 
for the cloth which he purchased when he sells his shirts to the dealer. 

Abstinence. — The fact that the time-consuming process of pro- 
duction requires people to save their surplus of current income and 
invest it in industrial equipment, waiting for the reward of this in- 
vestment in future consumable goods, has led some writers to stress 
abstinence as an attribute of the savers. If one saves a part of his in- 
come and advances it to others for the construction of equipment, 
he is abstaining from consumption of the goods which he might have 
bought with his surplus had he cared to do so. There is no denying 
the truth of this analysis, but it does not follow that abstaining and 
waiting are always accompanied by acute personal sacrifice. While in 
the case of persons of moderate means the accuniulation of savings 
can be accomplished only by dint of hard working and frugal living, 
and while much capital is created by this means, many of the savings 
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from which modern industry is financed come from the investments 
of persons with very large incomes. It probably entails little or no 
sacrifice upon the part of the multimillionaire to devote a few hun- 
dred thousand or even a million dollars of his wealth to roundabout 
production, for he inay still spend enough annually to live in luxurious 
extravagance, so that he need feel no pinch of economy as a result 
of his investments. Moreover, much equipment in modern times is 
provided by the reinvestment of earnings in the way described above. 
The saving performed by the stockholders in this case is largely un- 
conscious; it cannot be regarded as involving much sacrifice or depri- 
vation. For these reasons the use of the word abstinence to describe the 
refraining from consumption which is essential to tlie accumulation 
of savings is somewhat inapt; at least it is capable of being miscon- 
strued. 

Saving and the Agents of Production. — It ’ivas shown above that 
the time-consuming processes of modern produc tion yield more goods 
than the shorter methods of primitive industry. Wiio is responsible for 
this extra product? Some persons answer tliis c|iiestion by saying that 
it is to be attributed to the eejuipinent employed; and tliey think of 
such equipment as constituting in itself a separate agent of produc- 
tion, distinct from land or labor. This, however, is superficial think- 
ing, for the ec]inpnient is produced by labor, working, of course, with 
land. Other persons, seeing this truth, say that lafior is res|>onsih!e for 
the extra product, land being merely an inanimate gift of nature. 
This explanation, too, is somewhat superficial, for it ignores the |)art 
played in the process by those who save and invest. It is really the 
roundabout process of employing labor wiiich makes the extra product 
possible, and labc^r could not be so employed if there were not saving 
and investment. The savers and investcM's, therefore, contribute to the 
extra product, along with the laborers who actuailly make the eejuip- 
ment. Because of their contribution, the savers are able to claim a 
share of the product. That share is called interest. 

It is clear from what has just been said that, in the time-consuming 
process there is involved an agent of productit^n which is neithe*r la- 
bor nor land, but which inheres in the business of saving and invest- 
ment. What name shall we give to this agent? Some economists c all it 
waiting, fixing upon the making of advances and waiting for future 
return as the distinguishing contribution ai the investor. We preder 
to use the term saving. There are, then, at least three agents of pro- 
duction, which we may designate as land, labor, and saving. We sliall 
presently encounter a fourth agent, which is called fjnsiness enterprise. 

Some Categories of Wealth. — In analyzing the phenomena asso- 
ciated with tlie time element in production, we have had occasion to 



TIME-CONSUMING PRODUCTION 71 

differentiate between several kinds of wealth, with reference to its 
availability for consumption, and its durability. Other writers have 
commonly sought to emphasize the first of these differentiations by 
distinguishing between producers* wealth and consumers* wealth. By 
producers’ wealth, they mean all wealth, of whatever description, in 
producers’ hands, including industrial plant of all kinds, as well as 
stocks of materials, partly finished goods and unsold merchandise. 
By consumers’ wealth, they mean all wealth, of whatever description, 
in consumers’ hands, including dwelling houses, furniture, clothing, 
coal in the cellar, food in the pantry, and personal possessions.® 

This distinction is convenient for some purposes, and we may have 
occasion to employ it, but it does not go to the heart of the time ele- 
ment in production; for it is evident that the purchase of a residence, 
which is consumers’ wealth, involves saving, investment, waiting, and 
the making of advances, just as truly as does the financing of a factory 
building, which is producers’ wealth. Moreover, there is not much 
saving and waiting involved in connection with those producers’ goods 
that consist of raw materials soon to emerge in consumable products. 
Therefore, recent writers fiave emphasized the distinction between 
durable and perishable wealthy whether in producers’ or consumers’ 
hands, as being more fundamental. The latter terms do point more 
nearly to the essence of the matters here being considered, but they, 

s The same writers further divide producers’ wealth into two classes, which they mil 
land and capital, respectively. By land, they mean all natural resources and productive 
power over which possession of the earth’s surface gives control. This includes, in atlcli- 
tion to the hare land itself, mineral deposits, wild vegetation and animal life, lakes and 
streams, and climatic advantages to which the land gives access. It excludes all improve- 
ments made by man. By capital, they mean all man-made producers’ wealth. This in- 
cludes everything made by man which is in the possession of producers — railroads, high- 
ways, factory buildings, stocks of raw materials, livestock, partly finished goods, unsold 
merchandise. It excludes all wealth in the possession of consumers. These writers stress 
particularly the several stages of roundabout production, and they associate the term 
‘‘capital” with those stages which precede the final transfer of goods to consumers. 

The distinction between natural wealth and man-made wealth is a useful one for 
some purposes, but the use of the term “capital” to denote the latter is confusing, for 
this word is also used in the broader sense in which it was defined in Chapter II. 
Moreover, it is a mistake to associate the phenomena of saving, investment, wailing, 
and the making of advances exclusively with producers’ goods, for the reasons to be 
set forth alcove. It is also a mistake to associate land exclusively with producers’ goods, 
for much land is obviously used by consumers. Witness the land on which residences 
are situated, and golf courses. In view of these considerations, we have rejected the nar- 
rower use of the term capital, and have adopted the terminology following above. In 
reading the works of other economists, however, students will need to rettiember that 
they will sometimes find the word “capital” employed in the restricted way just ex- 
plained. 

It is unfortunate for the beginner in economics that economists do not all agree in 
their use of words; but the disagreement is an unavoidable accompaniment of progress 
in thinking. As men learn more about the nature of the economic process, their ideas 
al>out them change, and new' words must be used to express new thoughts, or the mean- 
ings of old words must be changed. This need not be confusing, provided each writer 
defines with care the terms which he employs, and then always uses them consistently 
in accordance with his definitions. 
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too, offer a difficulty; for those perishable goods which are used up in 
the construction of durable goods are as far away, in time, from the 
rendering of services to consumers as if they were themselves durable. 
For instance, the coal burned up in a plant which manufactures steel 
rails, though it perishes, becomes embodied, so to speak, in the rails, 
which are a long way off from consumption. 

Xherefore, it is more satisfactory to distinguish between goods 
which are near and remote from final consumption. We shall call 
them near-goods and remote-goods^ respectively. By near-goods, we 
mean those goods xohich tvill be wholly consumed in the immediate 
future in the direct satisfaction of wants. Food in one’s pantry (or in 
the stocks of retailers), clothing on one’s back, an automobile tltat is 
not far from the junk heap, are near-goods, as thus defined. By remote- 
goods, we mean those goods whose final and complete consumption in 
the direct satisfaction of zvants lies some distance in the future. All 
very durable wealth is to be classed as remote, even tliough it is being 
partly consumed in the present, as in the case of an occupied house, 
for most of its services will not be released until the future. And all 
perishable goods that are used in the production of other goods which 
will not be consumed until the future, as in the case of the coal burned 
in making steel rails, just referred to, are likewise to be classed as re- 
mote. The distinction between near- and remote-goods is a relative 
one; no hard and fast line can be drawn between them. 

One other term has been used repeatedly in the present chapter, 
and will appeal often in subsequent pages. It is the term equipment. 
By this is meant all man-made remote wealth. It excludes natural re- 
sources. such as building sites and mineral deposits, and it also ex- 
cludes goods perishing in the act of final, direct consumption, such as 
food on the dining table. It includes all other wealth, of wliatever 
description. Most of the wealth in existence at a given time, other 
than land, is equipment. 

Human Equipment. — Human beings can acejuire certain quali- 
ties whose creation and ultimate results involve phenomena very 
similar to those of the time-consuming production process. A young 
man may spend some years in college acejuiring an education designed 
to equip him for a particular career. Someone must pay for his board, 
lodging, tuition, books, and incidental expenses. Someone must have 
surplus income above his immediately pressing needs to do tins. He 
must be willing to invest the surplus in the young man’s training. 
Such investment re<|uires saving, and it involves advances, for tfie 
payments are made now, in the expectation that tfie training will 
justify itself in future results. The investor must wait for these results 
to materialize. He may gain nothing for himself from his investment. 
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but, presumably, the education will some day yield income to the 
young man — that is, it will increase his earning power. Much the same 
is true of all training leading to an acquired skill. A piano-tuner’s 
knowledge of his trade, a violinist’s proficiency — all kinds of manual 
dexterity and the intellectual equipment possessed by skilled workers 
and professional people — these-require a certain period of preliminary 
training which has to be financed in advance and which, therefore, is 
properly to be regarded as the result of saving and investment. 

So far, the case is a close parallel to material equipment. However, 
there is an important difference. Except where slavery prevails, human 
equipment cannot be owned by anyone other than the person in 
whom it resides. Hence, investment in human training is not usually 
a business venture for anyone but the student himself. Sometimes, to 
be sure, employers invest money in training their employees for the 
particular work of their establishments, and occasionally a college 
student can borrow money for his education on his personal credit, 
but ordinarily, such expenses are paid by parents, by friends, or by 
the state, as an act of altruism or as a contribution to the general 
welfare. By whatever method they are financed, such payments con- 
stitute saving, and the knowledge and skill which result are just as 
truly a part of society’s productive equipment as any investment in 
material plant. 

Summary 

The roundabout methods of modern industry have caused pro- 
duction to be spread over a relatively long period of time, although 
it is more productive than direct methods. Time is required for goods 
at remote stages to “ripen” into consumable products, and the services 
locked up in durable wealth are only gradually released. This time- 
consuming process therefore requires waiting for production to yield 
immediately consumable goods. The succession of stages is known as 
the vertical structure of industry. There must be a surplus of cur- 
rently produced consumable goods to sustain those who are working 
at remote stages. 

This surplus is made available to those workers through saving and 
investment. When savings are invested, production is thereby di- 
rected toward the production of material equipment, instead of 
toward immediately consumable goods; but no addition to equip- 
ment results from hoarding or spendthrift loans. Hence, a distinction 
must be drawn between nominal and real savings. Where money 
saved is invested in wealth already existing, the money will neverthe- 
less usually be spent to construct new equipment sooner or later. 
Savings arise from: (1) voluntary savings of individuals, (2) voluntary 
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reinvestment of corporate earnings, ( 3 ) credit created by banks for 
investment purposes (involuntary saving). Equipment depreciates; 
hence its maintenance or replacement requires fresh acts of saving 
and investment. Investment involves advances of present goods (in 
exchange for future goods) by savers to workers and to all those who 
participate in the preliminary processes of industry. The refraining 
from consumption, which is involved in saving and investment, is 
sometimes described as abstinence, but this abstinence does not always 
require acute personal sacrifice. Since the extra product obtained by 
time-consuming methods of production is made possible by saving, 
saving (or waiting) may be regarded as a factor of production, in addi- 
tion to land, labor, and business enterprise. 

A distinction can be drawn between producers' and consumers* 
wealth, between durable and perishable wealth, and between near- 
and remote-goods. The last is most fundamental in connection with 
the time element in production. The term equipment is also useful; it 
denotes all man-made, remote, wealth. There is human equipment as 
well as material equipment. 
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way in Chapter 5 of his Principles of Economics (1921). 



Chapter V 


COMBINING THE AGENTS OF 
PRODUCTION 


A. Varying Proportions and Diminishing Productivity 

The Agents of Production. — Production is commonly carried on 
by human beings, working with natural resources, tools, and vari- 
ous other equipment, in some kind of business organization. It was 
suggested in the last chapter that the various elements involved in 
this process could be classified into four general groups, namely: 
labor, fand, saving, and business enterprise. In economics these are 
usually called the agents or factors of production. 

Economists use the term labor very broadly. It refers not only to 
physical toil, but to all effort, either manual or mental, devoted to 
production. The activities of business executives, shop foremen, ac- 
countants, clerks, and stenographers, as well as those of skilled artisans 
and common pick-and-shovel workers, are all to be described as labor 
of one kind or another. The professions — medicine, law, teaching, the 
ministry — are likewise included. Not all human activity is labor, 
however; some of it is play. The difference between work and play 
appears to lie chiefly in the object to which effort is devoted. Play is 
undertaken for its own sake, as a form of enjoyment; labor is a means 
to an end — the end of earning a livelihood, of acquiring income. 
Hence, we may define labor as human effort exerted for the purpose 
of securing income. 

Economic usage of the term land is equally as broad. The word 
refers, not only to the physical surface of the earth, but to natural 
resources in general. It includes mineral deposits beneath the surface, 
bodies of water, natural forests and vegetation, wild game and fish. 
All these are to be found on the land and can be acquired only by 
having access to the land; therefore, from the economist’s point of 
view, they are attributes of land, and are so classified. We may think of 
land, then, as denoting all natural resources. 

The sense in which the term saving is used to denote an agent of 
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production has been sufficiently described in die preceding chapter. 
It refers to the use of surplus income to promote roundabout meth- 
ods of production. It is concretely embodied in industrial equipment. 

Labor, land, and saving must be combined and coordinated in a 
functioning business organization in oi'der that production may take 
place. The combining and coordinating is done by the fourth agent 
of production, known as business enterprise. We can think of business 
enterprise as personified in business men, whom we may call business 
enterprisers. Other names sometimes applied to them are entrepre- 
neurs, undertakers, or business organizers. It is the function of the 
business enterpriser to determine broad questions of business policy 
and to exercise general supervision over the %\’ork of a business or- 
ganization. We shall learn more about these functions in the next 
chapter. 

The Classification of Productive Agents Is Inexact. — For some 
purposes it is convenient to separate tlie agents of production into 
the four groups just described, but the separation is rather arbitrary. 
It would be just as logical to divide them into a hundred. Labor is not 
a homogeneous category. Tiiere are mental workers and manual 
workers, skilled and unskilled; there are often a score or more 
different kinds of employees in a single factory. So, also, there are 
good lands and poor lands, mineral lands, agricultural lands, and 
building sites. Savings are invested in many different kinds of equip- 
ment. Even the work of management is divided and subdivided among 
a number of different persons in a single enterprise. In reality, tliere- 
fore, the agents of production are legion, and our classification of 
them into four general types i.s only valid in the broadest kind of way. 
It is a device for our convenience, to promote clearness in thinking; 
but it must not be carried too far. 

The various agents of production need not always be represented 
by different individuals. A farmer, for instance, may owm his own 
land, buildings, and tools, and may perform the functions of laborer as 
well as manager. Such an overlapping of functions in one individual 
is of very frequent occurrence. But whether the agents of production 
are represented by one or several individuals, the functions wliich 
each performs are different. It is these functions ^vhich immediately 
concern us. and we shall study the part that each of these general 
types of agent plays in industry, regardless of the individuals asso 
ciated therewith. 

Variable Proportions of Productive Agents. — To some extent, the 
way in which the productive agents must be combined in a given 
industry is determined by technical considerations, involving matters 
of applied chen^istry, physics, or biology. Hoxvever, considerable varia- 
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tion is possible within the broad limits set by available techniques. 
In agriculture, for instance, one may farm intensively or extensively — 
that is, by the very careful cultivation of small plots of land, or by the 
more superficial culti'i^ation of large tracts. In the first case, the pro- 
portion of labor and saving used is large in relation to the land em- 
ployed; in the second case, it is small. In manufacturing, if there are 
materials to be moved, such as coal or sand, one may employ men with 
wheelbarrows or use a chain-bucket conveyor, operated by steam or 
electric power. Weaving may be done with a hand loom, in which the 
human operator throws the shuttle back and forth in such a way as to 
work out the desired pattern, or with an automatic loom, in which the 
pattern is controlled mechanically. Paint may be applied to a surface 
with a brush, which is primarily a work of labor, or with a spray, 
where the paint is pumped through a hose and atomized mechanically. 
Eacl ^g^ j these last three examples involves differences in the propor- 
tion^pl which labor and saving are combined. Hand work requires 
relatively much labor and little equipment, hence little saving: me- 
chanical work requires more saving and less labor. In practically 
every industry similar variations are possible. 

This leaves a considerable choice of methods open to the enter- 
priser; the exact technique to be employed is a matter for his dis- 
cretion. He will be governed in his choice by certain economic con- 
siderations. It is our task in the present chapter to investigate the 
economic effects of varying the proportions in which the productive 
agents are combined. This will give us some insight into the factors 
which will influence the enterpriser’s decisions in such cases. 

Land and Saving Fixed, Labor Varying. — Let us suppose that we 
have a farm, equipped with the necessary buildings and tools for 
operating it effectively, and that we are going to experiment by em- 
ploying different quantities of labor, in order to ascertain the effects 
of this variation on the output. Let us lay out ten plots of land on the 
farm, each an acre in size and of equal fertility. We will plant grain 
of the same seed on each of these plots. On the first plot, however, we 
will put only one week of labor during the season, and on each of 
the others two, three, four, five, six, seven, eight, nine, and ten weeks 
Df labor, respectively. We may refer to these as different inputs of 
labor. On the first two or three plots of land we are carrying on rather 
extensive cultivation; that is, we cultivate the land rather superficially. 
As a result, we will get a relatively small crop per acre. On the plots 
where the inputs of labor are larger, we have more intensive cultiva- 
tion, and, consequently, a somewhat larger output of grain per acre. 
This larger crop is due to the extra labor, which makes it possible 
to plow and cultivate the soil more carefully, to keep down weeds 
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more effectively, and to attend to each operation in a more thorough 
manner. We will find, however, that this increase will not go on in- 
definitely as more and more labor is applied, for there is a limit to 
what the land can be made to yield, and as we approach this limit 
more closely, it becomes progressively more difficult to obtain a larger 
crop. Finally, a point will be reached where the yield is at its maxi- 
mum, and no more can be obtained, no matter how much additional 
labor may be applied. We may assume this to be reached on the ninth 
plot of land, where nine weeks of labor are applied. 

To get a clearer idea of this, let us suppose that the following table 
represents the results obtained in our experiment: 



Tabi.e I 


Inputs of Labor 

Total 0\ its 

Marginal (Extra) Outputs 

(in weeks) 

(in bus. k 

(in bushels) ^ 

1 

4 

4 • " ^ 

2 

1 1 

7 

3 

*9 

8 

4 

27 

8 

5 

34 

7 

6 

39 

5 

7 ■ 

42 

3 

8 

44 

2 

9 

45 

1 

10 

45 

0 


The first two columns of the table are self-explanatory. They rep- 
resent the inputs of labor on eacli of the ten plots of land and tlie 
total number of bushels of grain obtained in each case. The third 
column needs some explanation. It represents the ex fra crop ob- 
tained in each case, as compared witli the <'ase inmiediately preceding. 
For instance, on the first plot of land the total output is four bushels, 
which is four bushels more than we would get if we employed no 
labor at all. The extra yield obtained by employing one week of 
labor as compared with no labor is. therefore, four bushels. On the 
second plot we obtained a total yield of eleven bushels by the cin- 
ployment of two weeks of labor, which is seven busliels more than we 
obtained on the plot where only one w^eek ol labor was applied. 
Accordingly, the figure 7 appears in the tliird cc 3 lumn as the extra 
product when two weeks of labor are employed. The extra yield in 
each of the other cases is computed in the same way, and tlie results 
are given in the third column. 

It will be noticed that these are designated at the top of the column 
as marginal outputs. This term is commonly used in economics to 
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denote one unit more or one unit less of something. In the present 
case we are measuring the marginal output or marginal product of 
labor, which is simply the extra product obtained by an extra input 
of labor. Another way to find the marginal product would be to as* 
certain the loss in product that would occur if one input of labor were 
withdrawn. For instance, when five weeks of labor are employed, the 
total product is thirty-four bushels. If we take away one input of la- 
bor, the product would be reduced by seven bushels. Seven bushels, 
then, is the marginal product when there are five weeks of labor. 
The marginal output is significant because by it the business man 
must judge how far it is wise for him to go in employing labor upon 
the land. This point will be more fully explained in a later paragraph. 

It is to be noticed that the marginal output at first increases, reach- 
ing a maximum of eight bushels when three weeks of labor are ap- 
plied to the land. It is again eight bushels when four weeks of labor 
are used; but after this the marginal output declines, until finally it 
becomes zero after the ninth input of labor. It is at this point that 
total output reaches its maximum. Presumably, if additional inputs 
of labor were applied much beyond this point, the total yield would 
actually decline, for the soil might be overworked, or laborers might 
get in each other’s way. The marginal product would then be a 
minus quantity. 



Figure 1. A Curve of Diminishing Marginal Productivity. 

The Curve of Diminishing Marginal Productivity. — The above 
results will be brought out more clearly if we represent them in the 
form of a graph, such as that of Figure 1. This graph is constructed as 
follows: Along the horizontal axis (OX) we lay off ten equal spaces, 
numbered from one to ten, beginning at the point O. These repre- 
sent the inputs of labor, each space on the line representing one 
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week of labor applied. On the vertical axis (GY) we lay off equal 
spaces numbered from one to eight (again beginning at the point O) 
to denote the various increments of output (that is, the successive 
increases, or marginal products). We know from the table above that 
the increment of product obtained when one week of labor is applied 
is four bushels, hence we mark the point a on the graph by drawing 
lines perpendicular to the OX axis at one, and to the OV axis at four^ 
In like manner we obtain the point b, indicating that an extra 
product ol seven bushels is obtained when a second input of labor is 
used. In the same way we get the points c to i, inclusive, by plotting 
on the graph the figures shown in the third column of the table. Now, 
by connecting these various points by a continuous line, we obtain 
the curve OPQ, which gives us a general picture of how production 
in this case is affected by successive inputs of labor. Such curves are 
frequently used to express relationships between two variables, be- 
cause the visual picture they give us brings out the behavior of the 
phenomena under investigation more clearly than numerical tables. 
We shall fiave occasion to use many curves of this general type as we 
go on with our study. 

Notice that this curve rises to its highest point at P and thereafter 
slopes downward until it meets the OX axis at Q. This shows that the 
marginal product first increases, reaching a maximum at P,.and then 
becomes progressively smaller from there on. Hence, we may call P 
the point of diminishing marginal productivity. At Q, wlien the mar- 
ginal product falls to zero, the total product is at its maximum. No 
more can he obtained from the land no matter how much extra labor 
is employed. Beyond Q the curve would probably fall below the OX 
line: that is, the marginal product would become negative, for the 
reasons already explained. 

Labor and Saving Fixed, Land Varying. — Let us now change the 
illustration. This time, instead of a fixed quantity of land and saving, 
with a variable quantity of labor, we will assume a fixed amount of 
labor and saving, with a variable quantity of land. That is, we suppose 
a case in which we have a considerable force of workers, supplied with 
the necessary tools and materials for agriculture, but only a small 
amount ol land at the beginning. Now, if too many men are em- 
ployed on one small plot of land, no matter how well supplied with 
ec]iiipnient. not ail of the labor can be utilized effectively, for we 
know from the previous example that the extra workers will add very 
little to the prodiu r if too many ol them are used in the comhination. 
Give them more land to work upon, and tlie marginal laborers whose 
product is low, can be released to work on the additional land, %vhere 
their labor will be more effective. As a result, the output will be 



COMBINING THE AGENTS OF PRODUCTION 8i 

greatly increased — perhaps more than doubled- Here we have a stage 
of increasing marginal productivity- However, if we go further with 
this process, each additional acre of land will lead to farming of a 
more extensive sort, until presently too little labor is applied on each 
acre to cultivate it effectively. The increase in product to be obtained 
by additional acres will then begin to decline. Here we have reached 
a stage of diminishing productivity, just as in the previous illustra- 
tion. If the process is continued far enough, a point will be reached 
eventually where no more product can be obtained at all. Output per 
unit of labor and saving is now at its maximum, just as we formerly 
obtained the maximum per unit of land and saving. 

If we draw a gl“aph to represent this case, we will obtain a** curve 
similar to the curve of Figure i. Measuring increments of output on 
the OY axis as before, and inputs of land on the OX axis, the curve 
will at first rise to a peak and then decline, until eventually it touches 
the bottom line. This curve will not coincide with the previous one, 
but it will behave in the same general way. 

An Example from. Non-agricultural Industry. — So far, we have 
dealt only with agriculture. Let us now turn to a case of manufactures. 
We may assume that we are concerned with a factory designed for the 
production of rayon fabrics. This will consist of a building, erected 
on a suitable site, and provided with dyeing vats, a power plant, wind- 
ing and weaving machinery, storage rooms, and other appropriate 
equipment. We may suppose, furthermore, that there is on hand a 
sufficient store of raw materials and fuel to operate the plant for 
some time. Here, then, is a fixed quantity of land and of saving em- 
bodied in equipment. We propose to experiment with varying quan- 
tities of labor. A certain minimum number of men will be necessary 
to operate the plant at all; below this the output would be zero. 
Three or four men may suffice to keep up steam in the boilers and 
operate one of the winding machines and one of the looms. It is ob- 
vious, however, that these men cannot carry on production very effi- 
ciently. Part of the power generated in the boilers will go to waste 
because there are not enough men to utilize the machines which the 
plant is capable of operating. Some of the machines will be idle. 
Each man will have to be a jack-of-al 1-trades, able to perform the vari- 
ous processes of dyeing, winding the yarn upon cones or bobbins, 
setting up the work in the looms, operating the looms, inspecting, 
packing, and shipping the final product. The process will be deprived 
of the advantages of specialization. If more men are employed, spe- 
cialization can be developed and each one will become more expert 
at his particular task. The power generated in the engine room can 
be used more fully, and so on. Hence, up to a certain point, each extra 
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man employed will make a larger addition to the output of the estab- 
lishment; but this cannot go on indefinitely. As more and more work- 
ers are added, it will be increasingly difficult to find ways to use them 
effectively. There is a limit to the extent to which division of IaI>or 
can be carried, and only one operator can be employed effectively 
upon a given loom or other piece of machinery. Helpers here and 
there may add something to the efficiency of the other workers, but 
this too has its limits. Hence, sooner or later, extra product per worker 
must decline. Eventually, if enough workers are employed, the maxi- 
mum capacity of the plant will be reached, and no further product 
whatever can be obtained no matter how many more men are added. 
Thus we see that in this case we have the same fendency at work 
as in the two previous examples. The successive increments of product 
obtained from successive inputs of labor rise to a point of diminishing 
productivity, and then decline. A graph of this situation would yield 
a curve of the type with which we are now familiar. 

Labor and Land Fixed, Saving Varying. — Let us now consider a 
problem in which we have a fixed quantity of labor and land, and in 
which we propose to experiment wdth various c|uantities of saving. 
This case is much more subtle than any of the foregoing, because of 
the way in which saving enters into production. It will be recalled 
that the effect of saving is to cause production to be carried on in 
roundabout, time-consuming ways. An increase in .saving, therefore, 
tends to lengthen the process. If we want to use more labor in pro- 
duction, we employ more and more men, or we employ the same 
number of men a greater number of days or weeks, so that the case is 
simply one of the addition of like units — we have seven units instead 
of six, or eight units instead of seven. Likewise, in the case of land, we 
simply add acre upon acre of land of similar cjualities. Saving, how- 
ever, is not a simple instrument of production like a man or a pie< e 
of ground; it is a process, and the process takes different forms de- 
pending upon whether little or much saving is used. If we wanted to 
use more saving on a farm, we could increase the number of barns, 
corn cribs, plows, tractors, etc., and in the case of a textile mill, we 
could add to the number ol looms; but this would be a very clumsy 
method of investing additional savings. The process of increased sav- 
ing would be more likely to take the form of more complicated and 
durable equipment, recjuiring the carrying on of more preliminary 
activity. On the farm, tractors would take the place of liorse power, 
threshing machines would take the place of flails, milking machinery 
would take the place of human hands. In the textile mill, power looms 
would take the place of those operated by foot treadles and automatic 
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looms would take the place of those in which the shuttle was thrown 
by a human operator. 

Because of this change in the form of industry, there is no very satis- 
factory way of measuring the number of units of saving employed. 
Furthermore, we cannot confine our observation to a single business 
enterprise, because, in a system characterized by specialization by 
stages, no one enterprise makes the whole of anything from its begin- 
ning to its end, and many of the preliminary operations in which addi- 
tional savings are employed take place at earlier stages of production. 
For instance, the tractor is not made on the farm, yet it is the tractor 
which embodies the increased saving. In the same way, the automatic 
loom, which represents the application of more saving to weaving, is 
not made in the textile. mill. Therefore, a study of the effects of in- 
creased saving upon production must cover all stages of industry from 
the most remote to those which are nearest the consumer. Needless 
to say, the fact that saving can be embodied in so many different 
forms of equipment makes it impossible to define a unit of saving 
with precision, and hence to measure the successive units of it em- 
ployed in a productive process. Nevertheless, we can conceive in our 
minds of increasing degrees of roundaboutness in the production of 
any commodity resulting from the investment of additional savings. 

We learned in the preceding chapter that passage from direct, hand 
methods of production to more roundabout, time-consuming meth- 
ods increases the productivity of industry. The use of a tractor rep- 
resents a more roundabout method than the use of a horse, but it will 
accomplish more work; the power loom will weave more cloth than 
one operated with a treadle. It seems reasonable to suppose, however, 
that not all of the roundabout devices at the disposal of the business 
man are equally productive. Some are more effective than others. 
Presumably, if only a small fund of savings were available, it would 
be devoted to those forms of equipment which would add most to the 
product. After the more effective devices had been exploited, addi- 
tional savings would have to be put into forms of equipment which 
would be less useful. When the farmer is already supplied with a 
tractor, a reaper-thresher combination, and the other usual farm 
machinery, additional equipment will not be so obviously advan- 
tageous. He could no doubt use additional savings to improve his 
equipment at many points. If his house and barn are frame structures, 
they could be built of stone; more durable types of fencing could be 
employed; roads could be improved, and so on. But it is not to be 
expected tliat investment in these things would yield as much return 
in product as investment in the most necessary equipment- In a tex- 
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tile mill, steam power will be vastly more productive than hand-driven 
machinery, but the automatic loom, which represents a much more 
complicated and expensive piece of machinery, will not yield as miicli 
surplus over the simpler type as will the power-driven over the foot- 
operated instrument. Additional savings could be employed in con- 
veying machinery and automatic devices of various sorts, but after the 
more clearly useful of such investments had been adopted, addi- 
tional equipment of this sort would be less productive. Likewise, in 
every other branch of industry, there are some ways in which savings 
can be used to marked advantage, others in which the superiority over 
more direct methods is less. 

Tlierefore, we come to the same conclusion that we reached in tlie 
other cases. Up to a certain point, the employment of additional sav- 
ings adds increasing returns to the output of production, but beyond 
that point the marginal product begins to decline. Presumably, there 
is a limit in each industry beyond which increasing investment in 
equipment would add nothing at all to production. Hence, the curve 
of diminishing productivity presented in Figure i is applicable in a 
general way to increasing quantities of savings also. 

The Effects of Science and Invention. — All that has so far been 
said, about the effects of increasing one agent of production in rela- 
tion to the others, must be interpreted with a c|uaIincauon. It is 
assumed that tlie cases with which we are dealing do liot involve the 
use of any new discoveries or inventions. We suppose that at the 
start of each experiment the experimenter has at liis command a cer- 
tain amount of knowledge 
and certain available tech- 
nicpies, and that he works 
within the liirats set there- 
by. If, during the course 
of the experiment, a new 
discovery is made whicli 
greatly improves the effi- 
ciency of tlie industry con- 
cerned. the tendency to 
diminishing marginal pro- 
ductivity Tuay be obscured 
by the introduction of this 
new element. For example, 
a new discovery in agricultural methods, sucli as an improvement 
in kinds of fertilizer, might go parallel with more intensive methods, 
.so that increasing increments of product would be obtained, instead 
of the decreasing increments which would have resulted, had it not 
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Figure 2. The Effect of Improvement 
in the Arts upon Diminishing Produc- 
tivity. 
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been for this technical change. A new mechanical invention may 
suddenly provide new opportunities for the investment of savings 
and lead, for a time, to greatly increased increments of output from 
extra investment. What happens in these cases is that the new dis- 
coveries push the whole productivity curve upward, so that it occupies 
a higher position than before, and its shape may be altered in such 
a way that the point of diminishing productivity is pushed further 
to the right, as in Figure 2. Within the limits set by the new technique, 
however, the tendency to diminishing productivity will again be 
operative. The principle has not been destroyed; it merely operates 
on a new plane. This is comparable to the effect of a current of air 
upon a moving object. A baseball, thrown from the hand of a pitcher 
in a dead calm, will follow a certain course, which might be described 
by a curve plotted on a piece of paper. However, if a sudden gust of 
strong wind blows across its path after it leaves the pitcher’s hand, its 
course will be distorted, and it will follow a somewhat different curve. 
The same law of gravity is working upon itdn both cases, however, 
and will eventually bring it to earth. 

We must be especially careful about making allowance for changes 
in techniques when we are dealing with production over considerable 
periods of time. As the years go by, changes in population and the 
amount of saving occur simultaneously with changes in the technique 
employed in industry. We have here a mixture of interacting in- 
fluences, the progress in the arts of production tending to offset the 
tendencies to diminishing productivity in such a way that we may get 
increasing increments of product from year to year. This point will 
be more fully developed in a later paragraph. 

We must also be careful in our interpretation of what is meant by 
increased roundaboutness of production resulting from increased 
saving. In any given state of the arts of production, certain choices 
are open to the producer, some of which involve relatively direct, 
others relatively roundabout processes. We have already seen, for in- 
stance, that he may have a choice between an automatic or a hand 
loom. At any one time, he can utilize an increased amount of savings 
only by choosing among the alternatives then afforded by existing 
industrial knoiulcdge. It is within the limits of this knowledge that 
the tendency to diminishing productivity operates. I.et there be some 
striking change in methods, however, such as the substitution of elec- 
tric for steam power, and there may be an outlet for a large volume 
of new savings at an increasing rate of productivity, where previously 
no such outlet existed. 

General Statement of the Law of Diminishing Productivity. — 
With the cjualification just stated, it appears that we have here a gen- 
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eral principle that applies to any possible combination of productive 
agents — to increasing numbers of workers employed in a factory, to 
increasing amounts of fuel fed into a furnace, to additional e(|uip- 
ment of locomotives and cars employed in railroading. It would be 
easy to multiply instances without number. Always we would find 
that the effect of increasing any one agent leads first to increasing, 
then to decreasing additions to output. For most economic problems, 
it is the phase of diminishing outputs that is most significant, for, so 
long as the returns to be gotten by adding extra units of a productive 
agent keep increasing, it usually pays to add more and more of tliat 
agent; but when the increments of product begin to decline, a (|ues- 
tion is raised as to how far it pays to go. Hence, it is the tendency to 
diminishing productivity which sets limits to the employment of the 
several agents in any given operation. Because of this, the principle 
which has here been described is usually known as the law of dimin- 
ishing marginal productivity, or, more often, simply as the Imu of 
diminishing productivity. This law may be formally stated as follows; 
In a given state of the arts, additiojial inputs of any productive agent 
used with a fixed quantity of other ageiits, will, after a certain pomt 
has been reached, yield progressively smaller increments of product. 

Fixed and Variable Costs. — Xhis principle has an important bear- 
ing upon the conduct of every business enterprise. A business estab- 
lishment is usually provided with a certain plant, consisting of a 
building (or buildings) and machinery or other durable equipment. 
Xhis plant is of a more or less permanent character, so that it cannot 
readily be changed until the time comes when it is worn out or in 
need of drastic alterations. It is, therefore, a fixed agent of production 
for the time being. Xhe plant lias a given maximum capacity, but the 
owner does not have to operate it to its fullest. Witliin the limits set 
by that capacity he can vary his output, according to the volume of 
orders he has to fill, by employing more or less labor and materials. 
Xhe labor and materials thus constitute variable agents of produc- 
tion. Here w^e have, therefore, variable agents used in coml>ination 
with a fixed agent, so that tlie principle of diminishing productivity 
is brought into play. 

Xo the business man, tliis principle is revealed most tellingly 
through its effects upon his costs of production. Xhere are certain 
costs associated with the plant which, because the latter is fixed in 
character, will run on pretty much the same from year to year, re- 
gardless of the volume of business done. Interest must be paid an- 
nually on borrowed savings invested in the ecjuiprnent, and funds 
must be laid aside regularly to repay the principal of the loans as they 
fall due. An allowance should also be made for the gradual deprecia- 
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tion of the plant, so that sums may be available to replace it when it 
is worn out or obsolete. Taxes on the property must be met. Fire in- 
surance must be kept in force. There will also be a certain adminis- 
trative staff of office executives, foremen, watchmen, and the like, wlio 
must be kept employed, and whose salaries must be paid, whether the 
plant is operating at capacity or only on part time. Some of these 
expenses may vary slightly as the business expands or contracts. Tlie 
plant will usually depreciate more rapidly when in active use than 
when idle, and the administrative staflf will be somewhat larger when 
the volume of business is great. But they fluctuate much less than the 
output; they are relatively constant. Therefore, they are known as 
fixed costs. They are also called, sometimes, overhead costs, and sup- 
plementary costs. 

If we divide these costs by the number of units of product turned 
out by the plant, the cost per unit will decline as the output increases; 
for, since these costs remain fixed in the aggregate, they must be less 
per unit, the greater the number of units produced. If the fixed costs 
in a given enterprise are $5,000 per year, and the output is 5,000 units, 
the average of the fixed costs per unit is one dollar, but if the output 
were 10,000 units, the average would be only fifty cents. 

The costs which are associated with the variable agents of produc- 
tion will behave quite differently. In order to produce more of a 
given product, more fuel must be fed into the power plant of the fac- 
tory, more materials must be purchased to work up into finished 
goods, and more labor must be hired to do the work of manufacturing. 
Hence the bills for fuel, raw materials, and wages will increase. If 
the quantity of products produced is smaller, all of these costs will 
be less; if the plant is not operated at all, they will be zero. Costs of 
this kind, which vary in rough correspondence with output, are known 
as variable costs. Other terms which are sometimes applied to them 
are operating costs, and prime costs. 

If we compute the variable costs per unit of output, we will find 
that their behavior runs opposite to marginal productivity. That 
is, if a plant is not operated up- to the point of diminishing produc- 
tivity, marginal output keeps increasing as additional expenditures for 
variable agents are made; therefore, the variable costs per unit of 
product fall. But after the point of diminishing productivity has been 
passed, additional expenditures for variable agents bring smaller re- 
turns in product; therefore, the variable costs must presently rise. 
It appears, then, that these unit costs move downward, then upward, 
as output expands. As the maximum capacity of the plant is ap- 
proached, variable costs per unit will become very high indeed, until 
the point is reached where they approach infinity, because the addi- 
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tion to output resulting from any further expenditure would be zero. 

Average Costs. — The /.oUil costs of producing a given volume of 
output in an enterprise consist of the sum of the fixed and variable 
costs. If we add these together and divide by the number of units of 
goods produced, wc have the average costs of production. The be- 
havior of average costs is a resultant of the behavior of fixed and varia- 
ble costs. Let us see how this works out in a given case. We shall 
choose, as an illustration, the agricultural experiment of a previous 
paragraph. In that experiment we started witft a fixed <|uantity of 
land and ec|uiprnent and added varying c|uantities of labor. Hei'sce, we 
can construe the costs associated with the land and cc|uipmeiu as 
fixed, and those incurred for the labor as variable. The fixed costs will 
then include rent for use of the land, and interest and depreciation 
oil the equipment. Let tliese costs amount to $5 per acre per year. 
The variable costs will consist mainly of wages for labor. Let us sup- 
pose this to be for each unit of labor employed. If we now af>ply 
these figures to the inputs and outputs ol our original experiniem. as 
recorded in Table I above, we will get the results shown in Table il. 

Taiu-e II 

A nerage 


Inputs 

Fixed 

Variable 

Total 

Total 

Cost per Unit 

of Labor 

Costs 

Costs 

Costs 

Output 

{Bushel) of Output 

1 

$5 

Sr, 

3 io 

4 

32.50 

2 

5 

1 0 


i I 

1 .36 

3 

5 

*5 

20 

*9 

1 -05 

4 

5 

20 

25 

27 

•93 

5 

5 

2,5 


.34 

.88 

6 

5 


35 

39 

.90 

7 

5 

8 .'> 

40 

42 

-95 

8 

5 

40 

45 

44 

1 .02 

9 

5 

45 

.50 

4,5 

1, 1 I 

10 

5 

5 f> 

55 

45 

1 .22 


Observe that, in this table, the fixed costs remain the same (at Sr,"), no 
matter how many inputs of labor are aj^pHcd, but that the variable 
costs increase in direct proportion to the number of units of labor 
employed By dividing the figure for total costs in eac li c ase by rlie 
corresponding figure for total output, we get the average costs per 
bushel of product, shown in the last column. Obseiv e that this average 
in tlie beginning is fairly high (32.50), but drops steadily downward 
(to a minimum of 8<S cents) until five inputs ol labor have been used. 
This is due partly to the fact, above explained, tliat the fixed costs 
become less per unit as they are spread over a larger number of units 
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of output, and partly also to the fact that the variable costs per unit 
at first fall, because of the tendency to increasing productivity. After 
the fifth input of labor, however, the average costs start upward, and 
become progressively higher as further inputs of labor are applied. 
This rise is due to the fact that, after the point of diminishing pro- 
ductivity has been passed, increasing inputs of labor yield progres- 
sively smaller increases in product, so that the variable costs per unit 
rise. At some point, the upward pull of these costs becomes great 
enough to offset the downward pull of the fixed costs, so that the 
average costs must rise. In our illustration, this occurs at the sixth 
input of labor. 

The behavior of the average costs is most conveniently represented 
by means of a graph, such as that of I^igure 3. For the moment we are 




Figure 3. Average and Marginal Costs. 

concerned only with the solid lines in this figure; the dotted lines 
will be explained in a later paragraph. Consider first Part A of this 
drawing. Here the costs per unit of product are measured on the ver- 
tical line OY, beginning at the point O, and units of output on the 
horizontal line OX, again beginning at O. The heavy stepped line 
(A A) is drawn with reference to these two axes, the height of the 
steps in each case indicating the average cost per bushel for the 
corresponding output. These are plotted from the figures shown in 
the last two columns of Table II, which we have just been consider- 
ing. It will be noticed that the line shows average costs falling from 
$2.50 per bushel, for an output of four bushels, to $.88 for an output 
of 34 bushels, after which it rises again. Part B of the drawing shows 
the same phenomenon in the form of a curve. This curve is more satis- 
factory to work with than the stepped line, because it enables us to 
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see at a glance what the average cost would be for any possible output. 
For instance, if we take any point on this curve, such as P, and pro- 
ject lines perpendicularly to the two axes, we know at once that the 
average cost per bushel will be $i \^^hen 20 bushels are produced. 
Although the exact picture of average costs will vary from enterprise 
to enterprise and from industry to industry, it will always have a shape 
somewhat similar to that of the curve here shown; for average costs 
typically decline to a certain minimum, after which they rise again. 

Xhere is, of course, an absolute limit to the amount of product that 
can be obtained in any given establishment. Xhis marks its maximum 
capacity. In our illustration tliis is supposed to be reached at 50 busli- 
els. The average cost curve rises with increasing steepness as this point 
is approached (see the dotted part of the curve) and becomes vertical 
thereafter, indicating that, no matter how mucft more is spent in an 
effort to obtain a greater output, no further product will be realized. 

Optimum Costs and Optimum Output. — It is to be noticed that 
there is a certain point at which average costs reach their minimum. 
This is said to be the point of optimum costs, and the corresponding 
output is said to be the optimum, output of the establishment. In the 
diagram this is shown by the point T on the curve AA. Here the plant 
operates at its greatest efficiency. If all business establishments were 
operated at this point, production would be carried on most eco- 
nomically, and goods could be offered to the community at the lowest 
possible prices. 

In our illustration, the average costs are at their optimum when 
five inputs of labor are employed, the optimum output being 34 
busliels per acre. Tliis calculation is based on the assumption that the 
costs associated with the land and eejuipment arc fixed at $5, wfiile 
the variable costs of labor are $5 per input. If these costs were differ- 
ent, however, the optimum might come at some other point. Suppose, 
for instance, that the fixed costs arc Sio a unit, instead of $5. and the 
variable costs $3 a unit, instead of $5. The calculation would then he 
as shown in Table III. This time the optimum cost is 72 cents per 
bushel, and it comes at the sixth input of labor, where output is 39 
bushels. Were we to plot tins on our diagram, it would give us a curve 
somewhat lower, and slightly different in slope, from tlie curve AA of 
the drawing. This is because land and c(|uipment are dearer and labor 
is cheaper than in the previous example. Therefore, it is more eco- 
nomical to use less land and eejuipment and more labor. 

In general, we may say that economic efficiency reejuires tliat we 
economize as much as possible on those agents whicli are dearest. 
Hence we may expect to find that relatively small proportions of dear 
agents of production will usually be used in combination with rela- 
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lively large proportions of those agents which are cheaper, within the 
limits of variation which existing technology permits. For instance, 
in the early development of our country, when land Tvas plentiful 
and cheap and labor scarce and relatively dear, farming was carried 
on extensively — huge tracts of land were rather thinly cultivated 
with the use of very small amounts of labor. Now that land is scarcer 
and more dear and labor more abundant and cheap, farming has be- 
come much more intensive — farms are smaller in size and more labor 
is employed in relation to the land that is used. In manufactures the 
same thing is true. In a country like China, where saving is scarce 
and dear and labor abundant and cheap, highly mechanized processes 


Table III 


Inputs 

Fixed 

Variable 

of Labor 

Costs 

Costs 

1 

$10 

3 

2 

10 

6 

3 

10 

9 

4 

10 

12 

5 

10 

15 

6 

10 

18 

7 

10 

21 

8 

10 

24 

9 

10 

27 

10 

10 

30 


Total Total Average Cost 

Costs Output per Bushel 


$13 4 $3-25 

16 11 1.45 

iq 10 1.00 

22 27 .81 

25 34 *74 

28 39 .72 

31 42 .74 

34 44 -77 

37 45 -82 

40 . 45 .89 


are not much used; goods are made by hand with relatively simple 
tools. But in the United States, where savings are more abundant and 
cheaper, and labor less plentiful and, therefore, dearer, complicated 
mechanical processes are in wide use and relatively few goods are 
made by hand. 

It should now be clear that the point of optimum costs will vary 
with the prices of the agents of production. That combination of 
agents which, in a given system of prices, yields the lowest optimum 
cost is the optimum combination. The optimum combination of 
agents in Table II is five units of labor for each unit of land and 
equipment, and in Table III it is six units of labor to one of land 
and equipment. In general, the optimum combination is one in 
which relatively few units of dear agents of production are combined 
with relatively many units of those agents wliich are cheaper in price. 

Marginal Costs. — Although, ^vhen the output of a business estab- 
lishment is at its optimum, the product oF the enterprise can be fur- 
nished to the public at lower cost than at any other point, it does not 
follow that a plant will always be so operated. Business men are in- 
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terested in making as large a profit as possible, or, if they must forego 
profits for the time being, in reducing their losses to a minimum. Con- 
siderations of profit and loss may make it advantageous to produce 
more or less than the optimum output. So long as the sale of extra 
goods will bring in receipts that exceed the extra cost of obtaining 
them, it will pay die business man to produce them, no matter how 
high the costs may be. Therefore, it is important to know what are the 
extra costs of additional increments of output. 

I.et us return now to the case of tlie farmer whose costs we have 
been considering. In our original computation, we found his optimum 
output to be attained when there were five injiuts of labor and output 
was 34 bushels. If he adds a sixth unit of labor, lie will get a marginal 
product of five extra bushels, making a total output of 39, Now we 
must ask, what do these five extra bushels cost the farmer? Obviously, 
his only expense in obtaining tliem was for tlie sixth unit of labor. 
Looking at it from another standpoint, he increases his output from 
34 to 39 busliels by increasing his total costs from $30 to .S35- The cost 
of the five extra units, thei'efore, was $i per bushel. This %ve call the 
marginal cost. It is the expenditure incurred in bringing forth the 
extra, or marginal, yield. likewise, to increa.se production to 42 bush- 
els, by adding a seventli unit of labor, would mean three more bushels 
of product, at an extra co.st of S5. Tlie marginal cost for those three 
units would be S5 -r- 3, or St.GG per bushel. By similar computations, 
we may derive the marginal costs for every possible output of our 
previous illustration. Such a computation is presenteci in Table IV. 


Inputs 

T otal 

Total 

7 ^abi.e IV 

M(irgi?ial Costs 
for tlie Total 

A1 arginal 

h I a rgi nal C osts 
pen’ Unit of 

of Labor 

Output 

Costs 

Increment 

Product 

Output 

\ 

4 

$10 

$10 

4 

$2.50 

2 

1 1 

*5 

5 

7 

• 7 * 

3 

19 

20 

5 

8 

.62 

4 

27 

25 

5 

8 

.62 

5 

34 

30 

5 

7 

• 7 ^ 

6 

39 

35 

5 

5 

1 .00 

7 

42 

40 

5 

3 

1.56 

8 

44 

45 

5 

2 

2.50 

9 

45 

50 

5 

1 

5.00 

10 

45 

55 

5 

0 

— 


If we plot tliese marginal costs on our diagram, we ran readily 
compare them ivith the average costs and observe the differences in 
their behavior. The resulting curves are shown by the dotted lines 



COMBINING THE AGENTS OF PRODUCTION 93 

MM in Figure 3. Observe that the marginal cost curve resembles the 
average cost curve, in that it begins at a high figure, drops to a mini- 
mum, then rises thereafter; but the two curves do not coincide. The 
marginal cost curve at first lies below the average, then crosses the 
latter and lies above it. Furthermore, the minimum point on the 
marginal curve occurs at an earlier stage of production than the mini- 
mum point on the average curve. This is because the marginal cost 
curve reflects directly the declining increments of product that re- 
sult from each successive input of the variable agents. It is, in fact, 
the curve of diminishing marginal productivity reversed. The other 
curve, however, represents the average cost of all the increments; 
therefore, the influence of each successive increment is modified, by 
being averaged in with the other increments of cost. 

The marginal curve crosses the average curve at the lowest point 
of the latter (T in the drarving). The reason for this is that, so long as 
the increments of marginal cost are below the average, they continue 
to pull the average downward; but when they once rise above the 
average, they thenceforth pull it upward. It is the same as if we had 
four stones weighing 35, 15, 20, and 30 pounds, respectively. Their 
average weight would be 100 -f- 4, or 25 pounds. Now if we added a 
fifth stone, weighing less than the average — say only 10 pounds, then 
the new average weight would be 110 — 5 or 22 pounds. The extra 
stone, because it weighed less than the initial average, pulled the 
average weight down. However, if the fifth stone had weighed more 
than the average — say 50 pounds, it would pull the average up, to 
150 5, or 30 pounds. In other words, when the additional unit is 

less than the previous average, the new average is lower than before. 
This means that, so long as marginal costs are less than average costs, 
they continue to pull the average curve downward, even though the 
marginal costs themselves are rising. But, just as soon as the marginal 
costs exceed the average, the average curve must rise. Therefore, the 
average curve continues to fall until the marginal curve rises above 
it, whereupon the former turns upward. Consequently, the average 
reaches its minimum when the marginal curve crosses it. The behavior 
of these two curves in our illustration is typical. In every business 
enterprise the relationship between them will be the same, although 
their exact slopes may differ. 

Marginal costs are significant because they enable the enterpriser 
to estimate his probable profits or losses, and, accordingly, to decide 
how much he wishes to produce. Assume for the moment that the 
selling price on the market for the type of wheat being produced by 
our farmer is Si.05 per bushel, which is considerably above his opti- 
mum costs of 88 cents. At this price it would pay him to produce some- 
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what beyond his optimum output of 34 bushels, for, if he raises 39 
bushels, the extra five will cost him only $\ per bushel, adding five 
cents to his profits for each of the extra bushels. I f the price vvere $ 1.75, 
it would pay him to go to 42 bushels, for. by so doing he would add 
three more bushels at an extra cost of only $1.66, leaving him a further 
profit of 9 cents on each of the extra bushels. On the other hand, sup- 
pose that the price is only §.75, which is less than tlie optimum cost, 
and hence below any possible average costs of production. One iniglit 
think that, under these circumstances, it would be better to stop pro- 
ducing entirely. But this is not so, for he has fixed expenses which he 
must meet, whether he operates his farm or lets it lie idle, unless lie 
chooses to give up his business altogether, and lose his entire invest- 
ment. Rather than do this, he is likely to hang on for a while in the 
hope of an improved situation. He can reduce his losses to a minimum 
by producing up to, but not beyond, the point where his marginal 
cost is equal to the selling price, for, so long as the extra increment of 
output yields a return exceeding the extra cost of producing it, liis 
losses will be reduced by the difference. For instance, an output of <^4 
bushels would be more advantageous than one of 27, because the ex- 
tra seven bushels would cost only 71 cents per bushel more tliaii the 
smaller output, and would thereby reduce his losses by Four cents on 
each bushel. But it would not pay him to produce 39 bushels, because 
the extra bushels would cost a dollar each, which is more than he can 
get for them, so that the additional output would only increase his 
losses. 

Our conclusion is that the output of a business enterprise is not 
necessarily at its optimum, but varies with the price prevailing for the 
product. TThe general rule which governs policy liere is, that it will 
pay the enterpriser to expand his production up to, hut not beyond, 
the point where the marginal cost ec|uals the extra receipts obtainable 
from the sale of the product.^ 

Cost Patterns in different Xypes of Enterprise. — It has already 
been stated that, while costs in different types of business enterprise 
behav'e in a generally similar way, there are some differences of detail. 
In some types of industry, production recpiires the construction of an 
elaborate and extensive plant but needs a relatively small proportion 
of labor and raw materials. A typical example of this is tlie electric 
power industry. Xo furnish electricity to a community there must be 
an extensive layout, consisting of a building, steam boilers or a large 
dam for water power, dynamos, transmission wires, pc^les, transform- 
ers, meters, and the like. When the plant is once built, the only raw 

1 This principle is more fully elaborated in the paragraph entitled “The General 
Rule of Policy,” in Part B of Chapter XIV. 
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jnaterials required are fuel for the boilers (if steam is used for power) 
and a few office supplies and repair parts. Very little labor is required 
— a small staff of men to operate the plant, to read customers’ meters, 
to make necessary repairs, and to handle the accounts and correspond- 
ence of the central office. In an establishment of this kind the fixed 
costs will be very heavy and the variable costs very light. Hence, the 
larger the volume of current generated, the lower will be the fixed 
costs per kilowatt of electricity, and the variable-costs will not be great 
enough to offset this, even though they may increase considerably; the 
net result will be that the average cost curve will slope downward until 
the maximum capacity of the establishment has been very nearly 
reached. The curve of average costs in this case will resemble that 



Figure 4. Different Types of Average Cost Curves. 


shown in Part A of Figure 4. If the output of such a plant is a small 
percentage of its total capacity, such as OA in the drawing, the cost 
of supplying current will be relatively high (AB), and the company 
will have to charge a rather high rate for its current. However, if it can 
induce its customers to use more electricity by offering cheaper rates, 
it may be possible to expand its output to OA' and take advantage of 
the low unit costs A'B'. In companies of this kind, cheap rates may 
prove a very profitable policy for the company. Since the life of plants 
of this kind is fairly long, in a growing community a far-sighted enter- 
priser will build a plant of sufficient capacity to meet future needs. 
This means that, in the early stages, the demand for its facilities will 
not be sufficient to operate the plant at its optimum; therefore, the 
rates must be high. As the community grows, more and more of the 
plant capacity can be utilized, and rates can be progressively reduced. 

Railroads present a somewhat similar case. The investment in road- 
beds, trackage, stations, terminals, rolling-stock, signal systems, and 
repair shops is very large. They have a long life, so that they are likely 
to be built for a capacity in excess of immediate needs. Variable costs 
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for wages, materials, repairs, etc., are likel’y to be relatively higher 
than in the case of the power industry, but are nevertheless overshad- 
owed by the fixed expense of the railway equipment. Hence, the 
average unit costs will fall as the business of the railroad expands. 
Waterworks and gas companies are in practically the same position as 
electric power plants. Manufacturing establishments with heavy, dur- 
able plant, such as shipyards, steel mills, and locomotive works, have 
somewhat the same characteristics, although to a less marked degree. 

On the other hand, businesses which operate with relatively simple 
equipment, and in which labor and materials form the major elements 
of cost, will have cost patterns more like those of the second curve in 
the drawing. Here the downward pull of fixed costs is less apparent, 
variable costs dominate the picture; hence, the curve is governed di- 
rectly by the principle of diminishing marginal productivity. It falls 
until the point of diminishing productivity is reached, tlien rises with 
increasing steepness. In such an enterprise tlie optimum output is at- 
tained considerably before the maximum capacity of the plant is at- 
tained, and output can be expanded only at the expense of sharply 
rising costs. For instance, in Fart B of the drawing, if output is OC, 
average costs are CD. To expand output to OC/ would involve an in- 
crease in average unit costs to C/D'. This is typical of small garment 
factories, which can be set up in little shops where the important agent 
is the labor that makes the patterns, and cuts, sews, and presses the 
cloth. The only equipment needed is floor space, a few electric cutters 
and sewing machines, and perliaps some pressing machines, all of 
which are relatively inex|>ensive. If sucli a sliop wishes to enlarge its 
output, it must employ more labor and use more cloth, trinamings, 
thread, etc.; as the work is speeded up and more crowded, these costs 
will rise. 

B- I.AND AND Population 

The Social Significance of Diminishing Productivity. — have 
seen that a business enterpriser may vary in considerable degree the 
amounts of the different agents of production which he employs. But 
when we examine the economic position of .society as a whole, %ve find 
a less flexible situation. After the territory of a nation has once been 
fully occupied, it finds itself in possession of a fixed supply of land, of 
wliich it cannot readily obtain more. To be sure, swamps can !)e 
drained and deserts can be irrigated, but these possibilities are rather 
limited, and the total cpiantity of land that can be reclaimed by such 
measures is usually <|uite small. It is not far from the truth to say that, 
in most cases, the supply of land is fixed. This is not tlie case with 
savings. Asa community grows in efficiency, its people usually become 
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more prosperous, and they save an increasingly large proportion of 
their income. So, industry is carried on with an ever-growing supply 
of equipment. This is even more true of labor. In most parts of the 
world, the growth of population is continually adding to the supply of 
workers. It is a natural tendency of the human race — as of all life — to 
increase and multiply. The instinct of sex is one of the strongest with 
which men and women are endowed. Its natural and unrestricted 
expression leads to a large number of births, which tends to cause a 
rapid increase in the population. Under favorable circumstances, 
where a high birth rate and a low death rate prevail, it is possible for 
the population to double itself by the natural increase of births over 
deaths every twenty-five years. In the early development of the United 
States we actually increased at this rate for several decades. Under 
ideal conditions it should be possible for a population to grow even 
more rapidly. 

We have, then, a situation in which increasing quantities of labor 
and savings are being applied to a relatively fixed area of land. As a 
result of this, the principle of diminishing productivity will come into 
play, unless it is counteracted by sufficient progress in the technology 
of production. In the absence of such improvement, increasing popu- 
lation will sooner or later crowd the available natural resources, and a 
decreasing per capita product is likely to result. This may go so far 
that the social income is insufficient to meet the needs of all the popu- 
lation. 

The Law of Population. — The tendency for a growing population 
to press upon natural resources in this way was given prominence by a 
clergyman and economist of the nineteenth century, named Thomas 
Mai thus, who was one of the first to describe it. His “Essay on Popula- 
tion” is one of the classic works of economics, and has had an impor- 
tant influence on human thought since his time. In recognition of this, 
the principle which he described has come to be known as the Malthu- 
sian law of population; sometimes it is called simply the law of popu- 
lation. This law may be stated as follows: In a given state of the arts of 
production , population tends to outrun subsistence. By subsistence is 
meant the means of maintaining or supplying the needs of the people. 

In some circumstances this principle presents a difficult dilemma 
to a people. Inasmuch as population tends to outrun subsistence, 
either some way must be found of continually increasing production 
faster than the natural increase of people, or the growth of population 
must be checked. Mai thus took an over-pessimistic view of the out- 
look, It did not appear possible to him that production could be en- 
larged fast enough to provide for a rapidly growing people, and the 
only result he could see was a difficult struggle for existence, in which 
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poverty and starvation would %vipe out the surplus population, and 
vicious and immoral practices would keep down the number of births. 
It is said that the picture of this struggle which Mai thus suggested was 
the inspiration for Darwin's later presentation of struggle for existence 
and survival of the fittest in the world of plants and animals. 

Positive and Preventive Checks. — Malthus believed that the 
growth of population must necessarily be checked in either one of two 
ways. He called these positive checks and preventive checks. 

Positive checks are those which operate by increasing the death rate. 
When the pressure of population upon the means of subsistence be- 
comes severe, per capita production is so low that poverty results. 
Undernourished, insufficiently clothed, and lodged in unsanitary 
dwellings, the people succumb easily to disease. Infant mortality is 
great, epidemics decimate the population from time to time, and mis- 
ery prevails. War is another means of reducing a superfluous popula- 
tion. Some savages deliberately practice infanticide and kill off their 
aged and infirm. Positive checks usually operate among backward 
peoples, where hide-bound traditions and a lack of technological prog- 
ress prevent the rapid growth of production. Such a state of affairs pre- 
vails in China and India even today. In these countries dense popu- 
lations struggle to keep alive in conditions of poverty, eking out a 
miserable existence. The death rate in these countries is very high. 

Preventive checks to pop>ulation operate by keeping the birth rate 
low. Vicious means of gratifying the sexual passions, such as prostitu- 
tion and other forms of immorality, checkmate the natural reproduc- 
tive processes and keep down the number of births. The postpone- 
ment of marriage to an age of relative maturity, a condition very preva- 
lent among the more highly civilized peoples, is another cause which 
tends to reduce the birth rate. More important than these is the groxvth 
of contraception, or birth control, a development which Malthus did 
not foresee. Among more intelligent peoples, parenthood is becoming 
less and less a matter of blind chance and more and more a matter of 
deliberate choice and control. This is especially true among the more 
well-to-do classes, where small families are the rule, but it is becoming 
more widespread among the working classes a.s well. Modern parents 
realize that a small number of children can be better trained and 
better educated than a large number. Consequently, they restrict 
their families to a size which permits them to enjoy a liigh standard 
of living. In some parts of the world this development has gone so far 
that the threat of overpopulation seems to be effectively dispelled, and 
the evil consequences foreseen by Malthus no-longer threaten. 

Progress in the Technique of Production. — Malthus underesti- 
mated, also, the possibilities of improvement in productive methods. 
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Events since his day have shown that this is a factor of very great im- 
portance. With the development of science and invention, the arts of 
production lead to ever greater productivity. Before the coming of the 
white man, it is estimated that the entire continent of North America 
was able to support a bare half million savages; their methods of in- 
dustry probably could not provide subsistence for a greater number. 
Today the United States supports more than 130,000,000 people. The 
machine process, with specialization, has made this continent yield 
enough for a far larger number of persons than now inhabits it. So 
long as such progress can continue, there is always the means to sup- 
port an increasing population. This factor, coupled with the tendency 
to birth control already mentioned, has made the population problem 
look very different from what it did in Malthus' time. 

Critics of the Malthusian principle have construed the development 
of progress in the arts of production as proof of the falsity of his law, 
and of the law of diminishing productivity, from which it is derived. 
This, however, is an unwarranted conclusion. If the law is carefully 
formulated, it is still valid. In the above presentation of it, it was 
stated as a tendency, implying that it might be offset by counteracting 
influences; and it was qualified by the condition “in a given state of 
the arts,” which suggested that changes in the state of the arts might be 
such an offsetting circumstance. A tendency does not necessarily be- 
come an accomplished fact. A weight suspended from the ceiling by 
a cbrd tends to fall to the floor, because of the force of gravity; but it 
does not drop, because the tension of the cords offers an opposing force 
suflicient to overcome the attraction of gravity. It is similar with the 
tendency of population to outrun subsistence — it may be overcome by 
the opposing force of a progressing technology. 

The operation of the two sets of forces is illustrated by the drawing 
of Figure 5. Here the size of the population is measured along the hori- 
zontal axis OX, and the per capita product of industry along the verti- 
cal axis OY. The tendency to diminishing per capita product, result- 
ing from the pressure of population on the means of subsistence, is 
represented by the dotted curves P, P', and P'". The lowest one of these 
curves (P) is supposed to represent the state of production as it may 
have been a century ago. We suppose OA to measure the size of the 
population at the census of 1840. AB then represents the per capita 
product at that period. It is supposed that production had already 
proceeded past the point of diminishing productivity, so that the point 
B is represented as lying on the declining portion of the productivity 
curve. Had the state of the arts remained unchanged, an increase in 
population would have pushed the point B further down the curve 
to the right, so that per capita production (AB) would have become 
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smaller and smaller as time went on. But technological progress more 
than kept pace with the growth of population, so that the productivity 
curve rvas pushed gradually upward towards P', and eventually to the 
position P'", wliich is taken to picture the situation as it exists today. 
The population in 1940 is represented by the distance OC, and per 
capita product by CD. This is much greater than production in 1840, 
in spite of the much larger population which we now have, because 
of the higher productivity made possible by improvement in the arts. 
If we project the straight line RT through the points B and D, we 
obtain a picture of the increase in per capita production that has taken 
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place over a century or more, and which may conceivably take place in 
the future, if it continues at the same rate. This line is a resultant of 
the two sets of forces, namely: the tendency to diminishing productiv- 
ity, caused by the pressure of population on a limited amount of land, 
and the tendency to increasing production caused by technological 
progress. Were the population to increase From its present figure, with- 
out any further progress in the arts, per capita production would fall 
downward to the right along the line P"I), but il progress in the arts 
continues, it may be expected to move along tlie line RT. So, tlie tend- 
encies to diminishing productivity and the pressure ai population are 
still operative, although they may be offset by crounteracting inOu- 
ences. 

Partial Escapes from Population Pressure. — Tlie <iiscussioii to tliis 
point indicates that there are two ways in wliich the tendency for 
population to outrun subsistence may be counteracted, — through a 
decline in the birth rate, resulting from birth control, and through 
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progress in the arts of production. 

There are other escapes which may be open to particular countries 
that feel the pressure of population growth, although they would 
not constitute a solution to the problem from a world point of view. 
For instance, a nation may increase its land area by acquiring terri- 
tory from other peoples. To some extent, Germany, and to a much 
greater extent, Italy and Japan, are prolific peoples whose dense popu- 
lations feel acutely the pinch of very limited land resources. They 
seek to relieve this pressure by acquiring more land at the expense of 
other nations. Population pressure has always been one of the causes 
making for imperialistic expansion. The acquisition of colonies pro- 
vides an outlet for surplus populations without loss of citizenship in 
the mother countries. Emigration to less densely populated parts of 
the world, politically independent of the country of origin, affords a 
similar outlet. The United States, in the nineteenth century, accom- 
modated millions of people, overliowing from their confined quarters 
in other parts of the world, in this way. South America has played a 
similar role. There still remain some parts of the world which are 
sparsely enough populated to receive further immigrants. However, 
emigration is not a very satisfactory solution to the problem of popu- 
lation pressure. New births at home rapidly fill the ranks depleted by 
the emigrants, while the presence of the latter in the countries to 
which they go sooner or later complicates the population problem 
there. Eventually the latter countries become unwilling to receive 
more immigrants and pass legislation to restrict their admittance. 

Some nations have solved the problem of accommodating a large 
population upon a small area by devoting themselves to manufactures 
or commerce almost exclusively, selling the products to foreigners and 
importing in exchange the food and raw materials which they need. 
England has pursued this policy very successfully, as have also Holland 
and Belgium. Of course, this is an indirect means of drawing upon a 
larger land area. 

None of these outlets can solve the population problem perma- 
nently, because eventually this process would lead to a filling up of all 
tile sparsely populated parts of the world. Eventually the people of 
the world must face the fact that there is only a limited amount of land 
on this planet. Even progress in the arts cannot take care of a growing 
world population indefinitely. An Australian statistician has figured 
that, if the present rate of population growth throughout the world 
continued indehnitely, the progeny of a single pair of human beings 
in 10,000 years would require 1,340,000,000,000,000,000,000 earths 
simply to furnish material for their bodies! It is inevitable, therefore, 
that some time in the future the increase in. numbers must cease. In 
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some countries this seems to be taking care of itself by the simple proc- 
ess of a lowered birth rate. For several decades prior to the World War, 
the population of France was stationary, and it is estimated that, if 
present tendencies continue, the population of the United States will 
cease growing in another generation. In other parts of the world, this 
tendency has not yet become so manifest, and in these regions the 
problem of population pressure is even now acute. Eventually it seems 
probable that tendencies to declining growth will manifest themselves 
everywhere, and that the human race will settle down to relatively 
fixed numbers of people. If this is accomplislied through the falling 
birth rate, it need not lead to the distressing consequences which were 
anticipated by Malthus; and there is no reason to suppose that it can- 
not be accompanied by ever-rising standards of living, brought about 
by continual improvement in the arts of production. 

The Optimum Population- — It is desirable that the population of 
a nation be of such numbers that they can utilize most effectively the 
natural resources at their disposal. If the number of people is too 
small, they will be unable to exploit their resources adequately, and 
per capita production will be less than it might he. On the other hand, 
if there are too many, diminishing productivity is brought into effect, 
and per capita production is, in this case also, lower than is possible. 
The first may be called a state of under-, the second a state of over- 
population. It follows that there is a certain number in whicli the 
ratio of population to natural resources is such as to give the maximum 
possible per capita product. This is known as the optimum population. 
If the optimum number of persons is maintained, the prosperity of 
the people will he highest. It is, therefore, a very desirable condition. 
What sized population is best for the exploitation of a given territory 
depends upon the state of industrial technique prevailing there. If 
primitive methods of production are in use, only a relatively small 
population can be maintained without bringing a reduction in per 
capita income. With modern efficient industry prevailing, a much 
larger number of persons can be employed economically. The opti- 
mum number of people in the United States today is much greater 
than in colonial days, and in colonial days it tvas much greater thiya 
under the crude industrial regime of the Indians. 

A recent writer has attempted to prove that, throughout human 
history, the various peoples of the world have so controlled tlieir num- 
bers as actually to attain, or closely approximate, the optimum popu- 
lation.- Where overpopulation has occurred, he believes, it was tlie 
exception rather than the rule. In the judgment of tlie present writer, 
the argument is not conclusive. It is probable that many peoples have 

2 A. M. Carr-Saunders, The Population Problem, 1922. 
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maintained themselves at a standard of living, above the merest neces- 
sities for subsistence, by conscious control of their numbers, and that 
is undoubtedly true in some parts of the world today; but this is very 
different from saying that they have kept their numbers at just the 
right amount to attain the maximum possible per capita production. 
It is unlikely that such a desirable state of affairs prevails. 

Summary 

Production is generally carried on by a combination of four agents 
of production — land, labor, saving, and business enterprise. This 
classification can be further subdivided; and, also, one person may 
sometimes combine the functions of several agents. Within the limits 
fixed by technology, the proportions in which the agents are combined 
can be varied. If the inputs of one agent are increased while the others 
remain fixed, the increases in output (marginal products) will in- 
crease, up to a certain point, and diminish thereafter. This principle 
is known as the law of diminishing marginal productivity. It is ap- 
plicable to both agricultural and non-agricultural industry, and to 
any possible combination of the productive agents. However, the 
tendency to diminishing productivity can be offset by improvements 
in the arts of production. 

The conduct of a business usually involves both fixed and variable 
costs. The fixed costs remain substantially unchanged, regardless of 
the volume of output; the variable costs increase in l ough proportion 
to output. The sum of fixed and variable costs, divided by output, 
gives the average costs. As output expands, average costs at first decline 
to a minimum, then rise thereafter. The minimum, or optimum, costs 
denote the optimum output for the business. This optimum depends 
on the prices of the agents employed; the tendency being to combine 
relatively small amounts of dear agents with relatively large amounts 
of cheap agents. Marginal costs refer to the successive additions to 
total costs occasioned by successive increases in output. Average and 
marginal costs can be pictured by means of roughly U-shaped curves, 
the marginal curve at first falling faster than the average, crossing the 
latter at its minimum point, and rising more rapidly from there on. 
The exact shapes of these curves vary from enterprise to enterprise. 

In society as a whole, population and saving tend to increase, while 
land remains fixed in quantity. As a result of this, population tends to 
outrun subsistence (the Malthusian law), unless offset by progress in 
the arts. Population must then be checked, either by positive means 
(an increase in the death rate), or by preventive means (a decrease in 
the birth rate). However, in progressive countries, progress in the arts 
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may enable production to keep pace with population growth in given 
periods. Particular countries can relieve the pressure of surplus popu- 
lation by territorial expansion, by emigration, or by importing food- 
stuffs and raw materials in exchange for manufactured goods. For any 
time and place there is an optimum size of population, which is that 
size which maximizes per capita production. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

For the first part of this chapter I am indebted in considerable measure 
to the elaborate discussion of the tendency to diminishing productivity 
developed by J. D. and A. G. Black in Chapters V and VI of their Produc- 
tion Organization (1929). A somewhat different approach is to be found 
in Chapter 2 of T, N. Carver's The Distribution of Wealth (1904). Refer- 
ence should also be made to J. M. Clark's The Economics of Overhead 
Costs (1923), especially Chapters IV and V. 

We owe the law of population to T. R. Malthus’ classic Essay on Popu- 
lation (bth edition or later), which is still worth reading. Edward M, East's 
Mankind at the Crossroads (1923) is a careful and comprehensive modern 
presentation of the population i^oblcm. Harold Wright gives a briefer 
survey in his Population (1923). Two recent books which express a grow- 
ing concern over the possibility of a declining population are R. R. Ku- 
czynski, Population Movements (1936), and A. M. Carr-Saunders, World 
Population (1936). 



Chapter VI 


THE ORGANIZATION OF BUSINESS 
ENTERPRISE 


A, Characteristics of Business Enterprise 

The Business Enterpriser. — In tfie last chapter we learned that 
production is carried on by a number of different agents of produc- 
tion, combined into a working organization. We called those agents 
land, labor, saving, and business enterprise, and we discovered that it 
is the function of the last of these to combine and direct the other 
three. In the present chapter it is our task to look at this fourth agent 
of production more closely, and to see how business enterprises are 
organized. 

The agent of production with which we are here concerned is per- 
sonified by that class of business men who are variously known as en- 
terprisers, entrepreneurs, undertakers, or simply business organizers. 
We shall employ the term enterprisers. 

It is the function of the enterpriser to obtain such capital as is 
necessary for the business which he conducts, to employ the appro- 
priate kinds and amounts of labor, and to unite them into a smooth- 
running productive organization. He may select land of the quality 
suited to his purpose and in an advantageous location, determine the 
amount and cfiaracter of the plant and ec]uipment which he needs, 
hire and place in their respec tive positions laboring men, secure fore- 
men and other executives to supervise and direct their labors, and or- 
ganize the whole into a going concern. He must also find a means of 
financing the business in order to obtain sufficient capital, much of 
which may be borrowed. 

In doing this work, the enterpriser is performing labor, so tliat he 
is, in a sense, a laborer. He may also invest his own savings in fiis busi- 
ness, so that he is, in part, a capitalist But he is a laborer and a capi- 
talist of a very special kind, and his relationship to ordinary labor and 
capital is unique, because of the controlling position which he occu- 
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pies. It is for this reason that we designate him as a separate agent of 
production, and set him apart for special consideration. 

The labor of superintendence, or direction, as it may be called, is 
not necessarily carried out in its details or even in its broad outlines by 
the owners of a business or those who have the responsibility for its 
existence. The latter may employ superintendents or managers to at- 
tend to these matters and leave the actual executive work of running 
the plant entirely to them; but the responsibility for the selection of 
these managers rests upon the enterprisers themselves, and in the last 
analysis, therefore, it is they who in a broad way direct the business. 
While the enterprisers may pay but little attention personally to the 
selection of personnel, or to the executive directic^n of the processes of 
manufacture and the sale of the product, it is they who determine that 
a business shall exist in the first place, who choose the field of industry 
in which its operations shall be carried on, and who determine its 
general policy. Thus the business enterprisers are primarily responsi- 
ble for the direction of a business. 

The business enterpriser may be defined, therefore, as the person, 
or group of persons, who assumes responsibility for the conduct of a 
business enterprise. 

This responsibility is a very serious one. We shall learn in the next 
chapter that all businesses entail a considerable element of risk. The 
capitalists who finance the enterprise risk their savings, which it is 
always possible they may lose. The employees depend on the industry 
fora livelihood, and if the business does not succeed will suffer unem- 
ployment and deprivation. These two groups entrust their wealth and 
their earning power to the care of the enterpriser; upon his efficiency 
or inefficiency depends their prospects of gain or loss. Moreover, the 
enterpriser himself usually has a consideralile investment of liis own 
in the business, so that he not only controls the risks of others, but 
runs a risk of his own. Even more serious to him. perhaps, is his per- 
sonal reputation and self-respect- Business success %vill make him a 
leader in his community, and place him and his family in comfort and 
plenty; failure means for him ruin, ignominy, and defeat. 

While the enterpriser is usually an employer of labor, there arc some 
forms of business in which he is primarily a speculator or financier, 
where little labor other than a small clerical and stenographic force is 
required. In manufactures, transportation, merchandising, and simi- 
lar industries, the enterpriser controls a large aggregation of capital 
and of labor, and his function is in great measure one of organization. 
In banking, brokerage, insurance, and similar financial industries the 
organization is small, and the principal functions of tlie enterpriser 
are centered in the exercise of judgment concerning price changes and 
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the making of investments, and are of a more generally speculative 
character. 

Essential Characteristics of a Business Enterpriser. — The proper 
performance of these functions calls for qualities of a peculiar and un- 
usual sort. The successful business enterpriser must have executive 
ability; he must be a keen judge of men and be possessed of capacity 
for organization, for it is his task to select the personnel of industry 
and to obtain and direct a staff of men in such a way that they will work 
together smoothly and efficiently. He must have a broad knowledge 
of industrial conditions, in order that he may be kept informed as to 
the possibilities of securing supplies for his business in the most eco- 
nomical way and of forecasting the future market for his product. He 
must be fearless and bold to take advantage of opportunities when they 
present themselves, for upon his courage and quickness in making a 
decision at the right moment much of his success will depend. He must 
be shrewd in bargaining, for upon it will depend in part the cheapness 
with which he purchases his raw materials, his labor and other needs, 
and the possibility of gains in disposing of his tvares. 

In making their decisions, business enterprisers are dominated by 
purely economic motives — by considerations of monetary gain or loss, 
to a greater extent than other men. This is a requirement for success 
in the world of business. While they are in business partly, no doubt, 
from the urge of the creative impulse within them, and while they 
find a source of enjoyment in the enterprise whose growth and devel- 
opment they watch over with almost parental solicitude, and in whose 
success and expansion they feel a sense of just pride; yet, in the conduct 
of that business they are very watchful for the chance of profit, and it 
is pecuniary gain which is the goal, though perhaps not the motive, 
for their endeavors. While they may be in business for the game itself, 
it is the game of “making money.” So, likewise, the business man may 
find in his enterprise an outlet for many desires, ambitions, and mo- 
tives. It may bring him recreation, prestige, social acquaintance, the 
satisfaction of work well done, — but he attains all of these by working 
toward the one end of profits. He is very watchful, therefore, of ivhere 
he can increase his gain, buying where prices are lowest and selling 
where they are dearest, wherever he finds an opportunity. In his 
shrewdness at this game his success depends, and the conspicuous fig- 
ures of industrial enterprise appear to be men who possess the quality 
of seeking their greatest economic gain to a very high degree. 

Business Enterprise and the Ownership of Capital. — The enter- 
priser must secure land and equipment, which may cost a great deal 
of money. More often than not, probably, he has invested savings 
of his own in the business, but in many cases there is needed a larger 
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supply of capital than can be met from his own resources, and in 
this case he borrows the savings of others. It is possil>Ie, and no doubt 
sometimes the case, that he may secure all of the funds for his business 
from other persons, but probably in most instances it will I>e found 
that the capital is owned partly by the enterpriser himself and partly 
by persons from whom he lias borrowed it. Xhus. the business man 
may perform at one and the same time the functions of both capitalist 
and enterpriser. He is an investor who has utilized his savings in tlie 
creation of remote-goods, and an organizer who employs land, labor, 
and equipment in the carrying out of an industrial project. But though 
these functions may thus lie centered in the same person, they are eco- 
nomically of a different nature and must be thought of as distinct. The 
part which tlie enterpriser plays in furnishing savings is different from 
that which he plays in combining those savings with labor for produc- 
tion. In the complex forms of business enter|)rLse %vhic!i have devel- 
oped in the twentietli century, the relation bctiveen tite ownersliip of 
capital and the conduct of business enterprise fuis become somewliat 
confused, so that it is not always easy to separate tlie two functions. 
This presents some interesting problems whicli will be taken up in 
a later paragraph. 


B. Fornts of Bustnf.ss Organization 

Tlie Single Enterpriser. — The simplest form of business enter- 
prise is tliat in which one individual alone assumes responsibility for 
the management of the business. Thus, the farmer employs his hired 
man, tools, and other equipment upon his land in the raising of agri- 
cultural produce. He is in business alone for liimself. He is master of 
his own time and that of his men; he markets liis own produce: the 
gains of the business are his, and the loss is borne by him. if there is 
any. This type of enterprise is found in many other comparatively 
simple businesses, such as that of the village garage, the hardware 
store of a country town, the small restaurant, etc. Professional men, 
such as physicians, laivyers, and writers, are usually independent en- 
terprisers. In such cases as tliese, oftentimes little or no equipment is 
employed, and the activuties of the individual partake mostly of the 
nature of labor, there being little necessity for the functions of man- 
agement or superintendent e. It is among the single enterprisers also 
that the functions of capitalist, enterpriser, and fretjuentiy laborer, 
are often centered all in one individual. 

The Partnership. — Where the business is somewhat more com- 
plex. it is desirable for several individuals to combine their resources 
and abilities in a single enterprise. The simplest form of such asso- 
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ciation, as well as the earliest historically, is known as the partnership. 
This consists of ari association of txuo or more individuals for the con- 
duct of an enterprise based upon an agreement or contract between 
them. The quantity of capital which one individual can command, 
either from his own savings or by borrowing upon his personal credit, 
is relatively small, but by the association of sevei^al individuals into 
a partnership their resources can be pooled, and by their combined 
credit greater quantities can be borrowed. Usually each of the part- 
ners in such an enterprise shares in the management of the business, 
each one perhaps assuming the direction of a department. Sometimes, 
however, there are one or more silent partners, who simply invest 
their savings in the enterprise, leaving the management to the active 
partners. In this case the silent partners are to be looked upon as 
capitalists rather than as enterprisers. 

Legally, the members of a partnership are liable jointly and sev- 
erally for all the debts of the partnership. Suppose, for instance, 
that A, B, and C form an agreement to conduct a banking business 
together, and the firm goes into bankruptcy, it being found that it has 
incurred debts amounting to $100,000 above the assets of the business. 
Suit for any part or all of this sum may be brought by the creditors 
against A, B, or C, and the entire sum collected from any one of them. 
This one may then collect a share of the debt from the others, if they 
are able to meet it, but if their resources are inadequate, the burden 
may be his alone. This subjects the members of a partnership to a 
considerable degree of risk, so that it is essential that the partnersliip 
should be based upon mutual confidence and reliability of the mem- 
bers. Another legal characteristic of the partnership has been that it 
becomes dissolved upon the death or retirement of one of the mem- 
bers to the agreement. Both the unlimited liability and this feature, 
however, have been modified in some states by laws permitting some 
limitation upon the liability of the members and by provisions per- 
mitting a more permanent existence. 

Where the amount of capital required in an industrial enterprise 
is small, where the organization is comparatively simple, so that it can 
readily be financed from the resources of a few individuals and so that 
the functions of management are capable of easy division among 
the parties to the agreement, the partnership is a very satisfactory 
and common form of organization. Thus, it is especially likely to be 
adopted in associations of enterprisers based primarily upon the skill, 
training, or reputation of a few individuals and calling for very little 
plant, such as among lawyers, physicians, accountants, architects, and 
other professional men. 

The Corporation. — However, the development of the large indus- 
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trial enterprises of the modern world, calling as they do for large plant 
and equipment and intricate organization, has led to tlic necessity for 
a form of business whicfi would permit the accumulation of even 
greater quantities oi capital and greater efficiency of organization. 
TThis is only possible by the combination of the resources of a larger 
number of individuals, coupled with a limitation upon thedr liability, 
which will lessen the property risk. At the same time, such a combina- 
tion of persons will permit greater centralization oi management than 
is afforded by the partnership. Xhe result is that corporations have 
shown a tremendous growth in numbers since the advent of the In- 
dustrial Revolution, until they are today the dominant form of busi- 
ness organization in manufactures and large industries. 

The corporation may be defmed as an association of individuals 
{known as stockholders) acting, under a charter from the State ^ as a 
single person in the cojiduct of a business enterprise. It consists usu- 
ally of not less than three persons, and many corporations are indeed 
limited to tliis number of members; but the typical ca.se of greatest 
interest to the economist is that in wliich a large number of persons 
are stockholders, in some cases running into tlie hundreds of thou- 
sands. Each stockholder is limited in liability, usually to the amount 
he has invested in the business. Thus, if one has invested , 5 10,000 in 
the stock of the United States Steel Corporation, in the event of the 
failure of tliis enterprise he may lose that whicli lie has invested, but 
he cannot be asse.ssed any further amount to make good the debts of 
the c'ompany. This feature lessens the risk of investment and makes it 
possible for tlie corporate organi/ation to attract a greater amount of 
.savings tlian would be possible under tfie partnership. 

The management of a corporation, while resting nominally in the 
stockholders, is usually delegate<l to a Board of Directors. Finally, the 
death or retirement of a stockliolder has no effect upon tlie life of tlie 
concern. His holdings can he transferred to another party by tlie sim- 
ple sale of his stock, and the corporation meanwhile retains its entity 
and continues its operations, unaffected by the transfer. The essential 
features of tlie corporation as contrasted with the partnersliip are, 
then, (1) the greater mirnber of individuals (usually) wfio partake in 
the enterprise. (2) the limited liability of the stockfiolders, (5) the 
delegation of matiageinent to the Board of Directors. (}) tlie transfer- 
ability of ownership in the corporation, and (5) its per|ietual life. The 
corporation is so important and significant a form of enterprise in the 
conduct of moflern industry that some of its features call for more ex- 
tended discussion. 

Xhe Organization of a Corporation. — The primary owners of a 
corporate business enterprise consist of the stockholders. These invest 
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a certain quantity of savings in the enterprise, in return for which they 
receive shares of stock representing, nominally at least,^ their invest- 
ment in it. They are then owners of the business, and its ultimate di- 
rection and control is in their hands. In practice, however, especially 
where there is a large body of stockholders, it is impracticable for them 
to exercise this control directly. They elect, consequently, a Board of 
Directors from their number, to whom they delegate the powers of 
management. There is also a President, who may also act as chairman 
of the Board. The Board of Directors usually meets at regular inter- 
vals, and exercises a considerable degree of oversight regarding the 



Figure 6. A Common Form of Corporate Organization. 

conduct of the enterprise. In particular, it determines the general 
financial policy of the business and appoints the leading officials of the 
company. Oftentimes the directors elect from their membership a 
still smaller body, known as the Executive Committee, which is in 
closer touch with the affairs of the corporation and exercises a some- 
what more detailed direction of the business, only those matters of 
greatest importance ever coming before the Board of Directors as a 
whole. But the actual direction of production is placed in the hands of 
a General Manager or Superintendent, appointed by the directors, 
and who is the chief executive of the business. He is assisted by a staff 
of subordinate officials and departmental heads, often expert engi- 
neers, who direct the various branches of the business. 

Frequently the corporate enterprise will have three general depart- 
ments, at the head of each of which is an important official of the 

1 Originally a share of stock represented an actual investment. Due to the practice of 
“stock -watering” (which is described below), this is no longer always the case; but a 
share of stock is nominally a ce’'>ificate of investment in the coriDoration. 
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company. There is, first, what is known as the Prodtiction Depart- 
ment, by which is meant liere the actual work of handling and work- 
ing up tlie raw material of the business into the product which is fin- 
ally turned out.- This work is in the hands of a Productioji Manager. 
Secondly, there is tlie General Office, in charge of an Office Manap^er, 
who has charge of the accounting, keeping records of costs, attending 
to the correspondence of the firm, looking after the financial and 
credit details of the business, etc. Finally, there is tlie Selling Depart- 
ment, in charge of a Sales Manager, who takes care of the advertising, 
sales force, shipping of the goods, etc. In prac:tit:e tliese various officials 
are frec|ucntly ofiicers of the corporation itself. Thus, the President 
may assume tlie duties of (General Manager, while each of the subordi- 
nate departments may be in the hands of a Vice-president. On the 
other hand, the officers may assume none of the details of management, 
employing various individuals at a fixed salary for this purpose. Each 
of these various departments may be subdivi<led into more or less 
minor divisions, depending upon the size and complexity of the busi- 
ness. There are also in many cases two other officials of considerable 
importance, viz., the Auditor, who is responsil^le directly to the I5oard 
of Directors, who keeps information as to the financial welfare of tlie 
business and, secondly, the Comptroller, who lias oversight of dis- 
bursements, and lie may likewise be responsible directly to the Board 
of Directors- 'Fhis general form of corporate organization can he 
outlined roughly as in the accompanying diagram, which shows tlie 
chief units in the organization and tlie delegation of authority. 
This is only one of several possible forms of organization: the flexi- 
bility of the corporation is such that a variety of arrangements is pos- 
sible. 

Ownership of Capital and the Direction of Corporate Enterprise. 
— The investors in the capital of a corporation may be and usually are 
divided into different classes, and their interests in tlie business are 
represented by correspondingly different classes of securities. Thus, 
the capital of a corporaticjn may be represented in part by bonds, held 
by bondliolders. TT'hese bonds are really the promissory notes of the 
corporation. They represent sums which it has borrowed and which it 
agrees to repay at a certain date, usually a number ol years in the fu- 
ture. They are usually secured by some tangible form of property of 
the corporation, such as a mortgage on its real estate or similar asset. 
They bear a fixed rate of interest, the annual payment of which is 
guaranteed. Failure to meet this obligation may force the corjx)raiion 

2 Note th;it mis is a dilleieni use of the word “production*' from that tvhich was de- 
fined in Chapter 11- 
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into bankruptcy. Thus, the bonds of a well-established corporation 
represent a high grade security, the risk on which is not especially 
great. The bondholders are not members of the corporation and are 
not entitled to vote or have any share in its management. They are 
creditors. The next class of securities is known as preferred stock. 
This, like the bonds, bears a fixed rate of interest, but payment of 
this interest is not guaranteed and is only made when the profits of the 
corporation are sufficient to warrant it. Holders of preferred stock are 
members of the corporation, and may or may not be entitled to vote 
at the meetings of the stockholders. Finally, there is the common stock, 
which bears no fixed rate of interest. Purchasers or holders of common 
stock have a vote, in proportion to the number of shares of stock which 
they hold, but no return is paid them on their investment until after 
the dividends upon the preferred stock have been paid. Thus, they do 
not represent as high a degree of security and they involve a greater 
element of risk. While these three classes constitute the most usual 
forms of securities, each of them may be subdivided, and there are 
various intermediate types, so that there may be many different kinds 
of securities in a corporation; but it is not essential for us to go into 
these details. 

Because of these differences in the nature of corporate securities, 
and because of the delegated character of the management, from stock- 
holders to directors and from directors to executives, the functions of 
capitalist and enterpriser in corporations are difficult to distinguish 
and the line between them is vague and confused. The bondholders of 
a corporation, it has been pointed out, have no share in its manage- 
ment. They provide a part of its capital, often a major part, upon 
which they receive a guaranteed interest; but further than that they 
have no interest in the corporation. They are capitalists pure and sim- 
ple. The stockholders, on the other hand, are the managers of the 
business, nominally at least, for they are the ultimate source from 
which all the authority in the conduct of the affairs of the corporation 
is drawn. In fact, however, a great many, if not a majority, of the stock- 
holders in many large corporations are little or nothing more than 
capitalists, for they do not follow the affairs of the corporation closely 
and do not participate in the meetings of stockholders. Quite fre- 
quently their voting power is transferred to the officers or leading 
spirits in the corporation by means of proxies. Their activities consist 
simply in supplying a certain quantity of capital upon which they re- 
ceive dividends from time to time. 

In many corporations the actual power of control is in the hands of 
a few insiders, who own or control enough of the stock to determine 
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the policy of the corporation, and are its real direc ting heads.^ F.ven 
the majority stoc kfiolders and directors of a cor|>oratic>n may delegate 
the actual work c^f management to a superintendent, to technical en- 
gineers or otlier experts, who assume control of the corporation’s pro- 
ductive operations, being employed at a salary. In this case, however, 
the responsibility for the business still rests on tfie owners, that is, tlie 
stockholders. There is thus a tendenc'y in the business world for the 
functions of the crapitalist to be separated from those of the enterpriser, 
and for the functions of enterprise itself to he separated into two op- 
erations — the actual work of superintendence, done l>y tlie directing 
heads of the plant, and the assumption of general responsibility, borne 
by the stockholders. 

Overcapitalization. — A share of stock usually represents, nomi- 
nally at least, the investment of a c ertain atnount, spec ified on its face, 
in the capital of the corporation, riiis is its par value. Fhe total par 
value of all the outstanding securities of a cot poraiion is said to be its 
capitalization. A company which has i.ssued stoc ks and f>ojid.s to the 
amount of a million dollars, for instance, would be said to be capital- 
ized at tliat figure. But this capitalization may be greater than the 
amount of its actual assets. Tlte prac tice of issuing sec urities who.se 
par value is in excess of the tangible wealth of the corporation is 
known as overca pi taliza lion , or stock-waterinfg. This may f>e done in 
a number of different ways and for different reasons. 

Suppose that five competing elec tric companies in a large city have 
plants whose actual cost was Sioo.ooo each, and is re|)rescnted by 
shares of stock cjutstancling ec]ual to tliat arnoum (S.yoo.o<)o). <'.criain 
persons interested in the elec trie business in that c iiy may com ei\t* the 
idea of amalgamating tliese five companit^s into one. theref>y c i eating 
a monopoly whicli, by tlic elimination of c cjmpc*{it ion. will be able to 
charge higher rates for its service than the sc'parate companies are able 
to charge, and thercf)y increase ilie profits. In ordei to induce the 
present stockholders of the independent companies to consent to sue h 
a consolidation, the pronujtcrs of the consolidation may issue, let us 
say, $1,000,000 worth of stoc k in a new coi potation, which we may 
call tfie Amalgamated FJec trie (Company, witich stock iliey offer in ex- 
change for the .stock of the independent companies Kac h fiolder of the 
original stock, therefore, receives stock in tlie corporation to twice 
the par value of his former holdings. We now have a cot poration own- 
ing all five plants. Tlie plants represent no more* teal capital than be- 
fore and no addition.s to them are made, hut the nominal capitaliza- 
tion of these plants is $1,000,000, or twice their actual cost In otlier 

8 Because of the inacmit^ of most t>f tfie stockfioltleis. it is not alnays necessary to 
have an actual majority of tlie stock to secure coniioL 
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words, 100 per cent “water” has been introduced into the stock. There 
is no more real wealth there, but by printing pieces of paper which 
bear figures twice as high as the old ones, it has been made to appear 
that there is more wealth than before, and by virtue of the monopoly 
which has been created it is possible that the new company can earn 
profits which \\^il] pay just as high a rate of dividends on the new 
stock as was possible on the former stock of the independent concerns. 
Moreover, the holders of this watered stock will expect to receive such 
dividends. Hence, if the old corporations were paying 7 per cent on 
an investment of $500,000, the new concern will be expected to pay 
dividends amounting to 7 per cent on a capitalization of $1,000,000, 
which can only be accomplished by an increase in the prices which 
they charge for the current. The stockholders will now be receiving 
14 per cent on their actual investment, but this high profit is concealed 
by the overcapitalization, which makes the return appear only half of 
that. This extra profit the consumers of the current will have to pay, 
and it is herein that one of the evils of overcapitalization rests. In 
nearly all consolidations of corporations in this country, in the or- 
ganization of mergers and trusts and combinations of various sorts, 
overcapitalization has gone on and has been made the basis for charg- 
ing higher and higher rates for the commodities and services sold to 
the public by these combines, so that the abuse has become widespread 
and has received a great deal of condemnation in public discussion. 

Another way in which watered stock may be used is to make the sale 
of stock attractive to investors, making it appear that they are getting 
more than their money’s worth. A common scheme, for instance, is to 
offer for sale a certain quantity of preferred stock at its par value but 
to give with it a bonus of common stock. Preferred stock in such a 
corporation represents cash actually paid in, while the common stock 
is simply so much paper issued to holders of the preferred stock to at- 
tract them to the proposition. Here again the excess stock may be used 
as a basis for charging higher prices to the public. 

Overcapitalization or stock-watering is also sometimes resorted to 
by the promoters of an industrial scheme for the purpose of securing 
savings for the project from investors, while retaining the control in 
their own hands, without making any investment themselves, or only 
a relatively small one. Thus, a group of financiers may decide to estab- 
lish an oil company. To secure the necessary funds for the drilling of 
wells and the erection of refineries, they may sell bonds or preferred 
stock to the public at large, at the same time issuing a large block of 
common stock to themselves gratis, giving them a voting control in 
the meetings of the stockholders. They are, then, equipped with the 
funds of others to be used as they see fit, and they will share in all the 
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earnings of the corporation tliroiigh the ownersliip of the stock which 
they have issued to themselves. 

"The al>uses of overcapitah/ation have become so serious that laws 
prohibiting or restricting it have been passed in many states. The cus- 
tom has also come into pretty general use of issuing stock of no par 
value. A corporation then Iras no nominal capitalization, the actual 
value ol its capital being determined by tire price at which its securi- 
ties are selling in the market where such things are bought and sold. 
This is really what determines the value of the capital of a corporation 
anyhow, the nominal capitalization being of little significance when 
the enterprise has once been Fully launched. Tliere is, therefore, muclr 
reason for attaclring no par value to shares of slock. Notwithstanding 
the.se measures, hoAveyer, there is still a great deal of overcapitalization 
in industry 

Stock Dividends. — In addition to the cash dividends which cor- 
porations pay to tlrcir stoc kholders as their share in tlte earnings of the 
business, they sometimes issue what are known as slock dividenels. 
These consist ol additional shares ol stock distributed gratis to the 
stockholders in proportion to their present holdings. Stock dividends 
of 25, 50. 100 per cent and even more are not at all uncommon in die 
case of successful enterprises. There is much popular misunderstand- 
ing about tliese stock dividends, it being felt that they are a species of 
abuse representative of exorbitant earnings on the part of the corpora- 
tion. This attitude is not ahvays justified. 

Very frcc|uently the directors ol a corporation, instead of distribut- 
ing the profits of the business each year to the stockltoldcrs, will re- 
invest ail or a part of them in extending the company*.s plant or 
developing new branches of the business. When tliis occurs, tlie stock- 
holders now own more capital than their present shares, winch cor- 
respond to their original investment, represent. When this surplus of 
capital accumulated out of reinvested earnings amounts to a consider- 
able fund, the directors declare a stock dividend; whit h simply means 
that they distribute to tlie stockholders new shares representing the 
new capital that their reinvested earnings liave made possible. If the 
new shares do not exceed in par value tlie actual value of the exten- 
sions to etjuipment made possible !)y the reinvested earnings, there is 
no overt apitali/ation in this prot ceding. If there is any abuse in it, it 
consists not in issuing sliaresol stock for capital actually invested, and 
which is not billy represented in the old shares outstanding, hut rather 
in the lact that past earnings were so large as to make tlie accunudation 
of the extra capital possible. It is perfectly reasonable and proper that 
all the capital owned by the corporation should be repre.scnted by 
shares ol stock. Whether or not it is proper that a corporation’s profits 
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should be so large as to make the accumulation of large funds of sur- 
plus capital out of reinvested earnings possible is another matter, into 
which we will not here enter. 

If stock dividends are issued when there has been no increase in the 
corporation’s capital above its original investment, there is, of course, 
overcapitalization. It might be argued, however, that if there has been 
an increase in the value of the original capital, without any increase in 
its amount, that stock dividends might be issued without causing any 
overcapitalization. Usually, however, stock dividends represent sur- 
pluses accumulated out of reinvested earnings, so that these questions 
do not generally enter into the matter. 

Abuse of the Rights of Stockholders. — The securing of a majority 
control in the management of the affairs of a corporation by a rela- 
tively small group of promoters, or “insiders," places them in a position 
to benefit themselves at the expense of the minority stockholders, who 
have furnished a large part, often a majority, of the capital for the en- 
terprise. Not only do these piomoters share in the earnings of the cor- 
poration, which earnings are made possible by the capital put into the 
enterprise not by themselves but by the minority stockholders, but 
they may resort to other practices to secure their own gain at the ex- 
pense ot the latter. They can appoint themselves and their friends 
to lucrative offices in the corporation, perhaps at salaries so large as 
to take up all the profits of the business and leave no dividends 
for the stockholders. Or they may organize companies, ol whidi 
they are the sole owners, to supply materials tor the original corpora- 
tion. By forcing the latter to pay excessive prices for tliese mate- 
rials, they can make handsome profits for themselves, while these 
high prices raise c osts for the original company to the point where 
no profits are available for its stockholders. They can, moreover, 
in order to “freeze out" the stockholders, so manipulate the af- 
fairs of the corporation as to make it appear that it is losing money 
for a time. The stockholders, frightened at the prospect of a total loss 
on their investment, will sell their stock at very low rates. The insiders, 
knowing that it is all a trick, may then buy up this stock, and having 
secured its possession, proceed to conduct the affairs of the corporation 
on a successful basis, bringing high earnings and greatly increasing the 
value of their stock, yielding them a handsome profit as a result of 
their activities. For example, a fruit grower in California started an 
orchard by the sale of stock to investors who knew very little about 
fruit growing. After securing the invested money, and knowing that it 
would be some years before the orchard would bear, he started on a 
deliberate campaign of frightening the investors by incurring huge 
expenses and levying assessments on the stock, until they, disgusted. 
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attempted to dispose of it. He purchased it from them at a very low 
price, so tfiat l>y the time the orchard bcgait to l>car he owned nearly 
all. The adventure proved a very prohtable one, the orcliard yielded 
Iiandsome dividends upon tlie stock, greatly increasing its value, and 
the clever promoter reaped a profit. 

Transferability of Shares of Stock, — Under the corporate form 
of business organization, it is very easy for the owners ol the business 
to transfer their Iroldings, simply by selling tireir shares of stock. This 
transferability of ownership has promoted greatly the development of 
business enterprise, for it encourages investors to |)lace their savings 
in permanent capital, secure in the knowledge that if they need the 
funds later for other purposes, they can convert their stock into cash hy 
selling it. The same is true of bonds. Were it not for this transferability 
of corporate securities, investors might hesitate to tie n|> their savings 
in permanent form. The buying and selling of .securities lias led to the 
establishment of organized stock exchanges to facilitate such trans- 
actions, The value of securities in such a market varies with tlie suc- 
cess of the businesses tliey represent, so that there is much o|>|>ortunity 
for speculation in stocks, and to a lesser degree, in bonds. Some of tliis 
speculation serves a useful purpose; but much of it also is more or less 
of a pure gambling nature, and, therefore, to lie condemned. Tlicse 
matters will be discussed more fully in tljc next chapter. 

The Corporation’s Characteristics Summarized- — Tire corpora- 
tion differs from the partnership in tiiat it lias usually a large number 
of members, it has limited instead of unlimited Hafrility, it has dele- 
gated instead of direct management, and it lias perpetual instead of 
limited life. Its great munf>er of members has macle possible the aggre- 
gation of very large amounts of capital in a single business organiza- 
tion, a feature which has rendered it well adapted to the needs of 
machine industry. Its easy transferability of ownersliip has promoted 
investment. Its delegated system of management has increased the 
possibilities of specialization and efficient business organization. Tlie 
corporation has thus promoted industrial development ably. On the 
other hand, the ease with w^hich it has lent itself to overcapitalization, 
and the power it lias placed in the hands of those who control it to 
misuse the savings of stockholders, are abuses widely prevalent in the 
business world, and which present problems lor the reformer to solve. 

Cooperative Business Organizations. — In addition to corporations 
of the sort dcscTibed, there is another kind of corporate organization, 
known as the cooperatix^e. Cooperatives differ from other corporations 
in that the owners ol tlie enterprise are at the same time either its cus- 
tomers or employees. Four types of such cooperative enterprise are 
fairly common. 
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Cooperative stores are organizations of consumers to secure supplies 
on better terms than they can purchase them from regular mercliants. 
They arc usually organized as corporations in which the stockholders 
are the intending purchasers of the store’s merchandise. A record is 
kept of the purchases made by each member of the association (stock- 
holder). When a dividend is declared it is paid to the members in pro- 
portion to the volume of their purchases during the period elapsed 
since the last distribution of profits. In this way the members in tlie 
long run obtain their goods cheaper than they could by patronizing 
ordinary establishments. A moderate rate of interest will usually be 
paid on the capital of the enterprise before a dividend is declared. 

Cooperative producers' organizations are corporate enterprises, usu- 
ally devoted to some sort of manufactures, in which the employees are 
the owners of the business. The capital may be supplied out of their 
own savings, or borrowed, but the workingmen are responsible for the 
direction of the business. They select the officials and determine the 
general policy. The voting is sometimes ecjual among all the members, 
sometimes proportional to their holdings of stock. In the former case 
each worker gets a single vote, regardless of how many shares of stock 
he may own; in the latter case each person has as many votes as he owns 
shares of stock, as in ordinary corporations. Cooperative producers' 
organizations have not usually been very successful, though this is not 
true of all- 

Codperative selling agencies are associations of producers of a cer- 
tain commodity for the better standardization and marketing of their 
product. The association need not be a corporation. By selling all their 
goods through a single channel they can sell more advantageously than 
if they acted separately. 

Cooperative credit associations are organizations of borrowers for 
the purpose of obtaining loans. They are really cooperative banks, in 
which the bank’s customers are the stockholders. By putting their own 
savings in the business and using their joint credit to borrow from out- 
siders, they provide available funds to loan to their members. Building 
and loan associations, and farmers’ rural credit societies, are examples. 

Government Enterprises. — Some types of production are carried 
on by government agencies of one sort or another. The post office is an 
example of an important service carried on by the federal govern- 
ment. The production of electric power by the Tennessee Valley Au- 
thority is another. Many municipalities operate their own waterworks, 
and some run their own street railways. New York City operates its 
own subway system. Sometimes the commodities or services thus sup- 
plied by governments are sold in the market at a price, like the goods 
produced by private companies; at other times, they are supplied 
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gratis to the citizens and paid for out of tax receipts. Tlie latter is the 
case with highway facilities, fire and polite protection. No general 
rule can be laid down concerning the form of these various govern- 
ment enterprises. Sometimes they are operated hy departments of the 
executive branch. Xhe post ofTice departnieni, for iirstanc e. is adminis- 
tered by the Postmaster Generah who is a ineinl>er of the President’s 
Cabinet. Municipal waterworks may ftave a .similar relation to thet ity 
government. At other times, special conimissions may he created to 
direct the government enterprises. Xhe Xennes.see \^alley Authority 
is headed by a three-man board <^f this kind. Again, a cor|K)ration may 
be set up, resembling the corporations of private enterprise, but dif- 
fering from tfie latter in that their stork i.s all held by the government, 
instead of Irelonging to se|)araie individual stockhoklers. There is 
some tendency for government.s to embark on more ventures of this 
kind as time goes on, so that eventually such t orporation.s may tome 
to occupy a far more important place in our ecojiomic organization 
than tfiey now do. At present much the greater part of |>roduction is 
carried on by private businesses. 

Efficient Management. — Wiili the growth of tec hnicai knowledge 
and scientific methods in lunnan affairs generally, there has come a 
tendency to apply scientific metliods within the field of industry in 
order to make possible the most econ^nnical and efficient protiuction. 
This has resulted, in part, in the placing of the detaileti conduct of 
a business, such as m«anufacturing niethod.s. hatKiling of labor, and 
the keeping of accounts, into tlie hands of salaried trained experts 
or technical engineers, the owners of tfte lju.siness confuting their 
activities to broad matters of finance and general ftolic y. In the liands 
of tliese technical men, itusiness management is coming to Ite inoreand 
more a form of applied science. It is called scientific managentent. 

It was formerly customary to assign a task to a given worker and to 
permit him to perform it in his own way. or according to the traditional 
methods of his trade. Careful students of production meifrocfs, frow- 
ever, have discovered tliai there is usually one way of doing each task 
best, and they go so far as to prc.scribc* in detail the rnovcuncaiis wfm h 
should be undertaken !>y a worker in pci for ining such a task; the pre- 
scribing of pericxis of rest at certain intervals, et< . In adchtioii to tins, 
the efhciency movement endeavcjrs to select men with gi eater taie, so 
that the proper individual is a.ssigned to eacii task, and gi\en the sort 
of work to do for which he is best fitiecL This is (ouplc*d with proper 
training of workers, teaching tlreni the best ways of act omplisfiing 
their work and devekrping a greater degree of skill, as wcdl as looking 
after the human side — the payment of adeejuate rvages, the rediu tic.>n 



ORGANIZATION OF BUSINESS ENTERPRISE 121 

of hours of work, catering to the health and contentment of the worker, 
all being calculated to promote his efficiency as a productive agent. 

Similar scientific or effiL:iency methods can be applied to many other 
aspects of an industrial enterprise. Within the plant, for instance, 
there is the opportunity for the proper correlation of the work of dif- 
ferent departments in such a way that no department is delayed by the 
failure of another to anticipate its needs; so that the whole concern 
works smoothly and toward the most direct and economical attain- 
ment of the common purpose of them all, viz., the production of cer- 
tain products. The elimination of much waste of materials and time is 
possible by a careful study of each establishment to find out wherein 
the leaks occur and where uneconomical methods prevail. The ar- 
rangement of a factory is studied, so that there is no lost motion as the 
product passes through the various stages in the process of its manu- 
facture. Stores of material can be carefully watched, so that there may 
be no loss through theft or abuse, and so that the departments may 
not be kept waiting for materials which they need to go on with their 
work. In these and many other ways, every detail of the conduct 
of a business is made the object of a careful study, so that the greatest 
possible efficiency is promoted and maintained. The rapid growth of 
this movement which has characterized the last few years is due to the 
possibility which it holds out to individual enterprisers of increasing 
their gains by decreasing their expenses; but this movement is of 
greater significance to society than it is to the individual employer, 
for it means the elimination of waste and inefficiency in production, 
and a consequent increase in our income. 

C. The Scale of Business Operations 

The Optimum Business Unit. — In the last chapter we discovered 
that there is, in each producing establishment, a scale of operations 
which reduces the average unit costs to a minimum. We called this 
scale of operations the optimum output, and the corresponding aver- 
age unit costs we called the optimum costs. In any one industry these 
optimum costs may differ from one concern to another, because the 
various firms are supplied with somewhat different equipment, and 
with laborers of somewhat different quality, while they are managed 
with different degrees of efficiency. Among these differences there is 
presumably one type of organization that is best suited to the condi- 
tions which prevail in that branch of production, and which is, on that 
account, more efficient than any other. We call this most efficient organ- 
ization the optimum business unit (or the optimism firm) for that in- 
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dustry. It may be defined as that type of fnisiness organization which, 
witli prevailing tet iuiology and the existing market for its produtt, 
can produce at lowest average unit costs in the long run. 

The optimum business unit depends upon a nuni!>er of influences, 
which include the technical conditions of prodttction affecting the 
industry concerned, the type of managerial work which is r€C|iiired 
for its supervision (and the availability of managers suited to those re- 
quirements), the size and character of tlte market for die product, the 
financial re<iuirements necessary to provide it witfi tlje most suitable 
equipment, the kind of labor required to carry on tfie different opera- 
tions of production, and other influences. To a considerable degree, 
the optimum form of organization centers in the question of the scale 
of operations, because the conditions named liave to do mainly with 
the size of the establisliment. Existing technology may ref|uire the use 
of very heavy plant and complicated expensive machinery in one in- 
dustry, dr small plants with relatively light and inexpensive equip- 
ment in another. The managerial problems may be complex, calling 
for a large supervisory staff and an expensive organization; or they 
may be simple, so that they can easily be supervised by one or two 
executives. The labor operations may be of such a character that they 
must be carried on by a few very highly skilled men, ’working mainly 
on their own initiative: or they may call for large numbers of unskilled 
men, working at loutine tasks under organized supervision by a staff 
of foremen and otlicr executives. The market may be national or inter- 
national, and readily served by a few large producing estafiiishmeins; 
or it may be local and restricted, calling for scatterecl small estalilish- 
ments, in close contac t with consumers. The subsef|uent discussion 
will show in greater detail, by concrete illustration, how some of these 
influenc es xvork. 

Wfiere there is competition in industry, thei'e is no doubt some 
tendency for the optimum form of business organization to dominate 
each branch of production. Those firms which are able to produce at 
lowest costs will be able to undersell their rivals, and, because of the 
greater cheapness of their product, will get the f>ulk of the business 
The less efficient enterprises will be crompelled tc; ado})t the more ef- 
ficient metfiocls and more economical sc ale of operations of their more 
successful competitors, or be driven into bankruptc y. Therefore, the 
optimum business unit seems likely sooner or later to establish itself 
as the typical one in each industry. This dcjcs not mean tliat, if we sur- 
vey a given branch of production at any one time, we will find all the 
establishments in it operating at the maximum level of efficiency, but 
it does mean that a continual process of weeding out %vill be going on, 
so that less efficient methods are being discarded and the optimum 
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form or organization is tending to assert itself. Even where compe- 
tition is restricted, something of the same tendency is probably at 
work, though less actively. A business firm which is protected against 
its competitors by monopoly power may be able to carry on with an 
inefficient organization, but if its managers are alert, it may be ex- 
pected to seek the most economical methods of production that are 
^available. As old machinery wears out, it will be replaced by improved 
devices, and when plants must be rebuilt, the company can be ex- 
pected to look for the most efficient type of construction it can find; 
because anything it can do to reduce its unit costs will enable it to 
reap greater profits, and profit is the goal of its activities. 

When we come to study how the prices of commodities are deter- 
mined, we shall find that the concept of the optimum business unit is 
an important one: and it is also significant for an understanding of the 
organization of production. 

The Gro^v^tli of Large-Scale Business Organizations. — In many in- 
dustries the size of the optimum business unit appears to have been 
growing ever larger over a period of several decades. Whereas produc- 
tion was formerly carried on in many small scattered shops, each em- 
ploying but a few men and turning out a small quantity of product, 
today we are accustomed to huge manufacturing establishments, rep- 
resenting the aggregation of great quantities of capital, employing 
hundreds — in some cases thousands — of men, and with a very large 
output of goods. This phenomenon is known as large-scale produc- 
tion. 

The reasons for this growth are to be found in economies, attendant 
upon large-scale methods of production, which make the optimum 
unit in the industries concerned a large one. There are a number of 
reasons why large-scale production results in such economies. 

(1) The proportion of fixed to variable costs. In the last chapter it 
was explained that there are usually two kinds of costs in a business 
enterprise, known as fixed and variable. The fixed costs are chiefly 
those associated with maintenance of the plant, such as interest, de- 
preciation, fire insurance, and real estate taxes. These run on pretty 
much the same from year to year regardless of the volume of business 
done, because the plant is permanent in character. The variable costs 
are chiefly those involved in the hiring of labor and the purchase of 
materials. They vary in rough correspondence with the volume of 
business, because more labor is hired and more materials are pur- 
chased when output expands. It was also explained that, since the 
costs of producing goods can usually be divided in this way, the cost 
of any single unit of goods produced consists likewise of two parts, 
one part tlie variable costs, which can be measured rather accurately 
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month, yet he will expect to receive as much pay for his efforts as the 
salesman of equal ability for another product lor which there is an 
active and widespread demand, and of which a much greater number 
can be sold in a month’s time. The first salesman, therefore, necessarily 
must be paid a higher rate of commission on his sales than the second, 
in order that his aggregate earnings may be as great. 

(5) Utilization of by-products. A big company is in a better position 
to reap the economies that come from the utilization of by-products 
than a small one. By by-products is meant the production of certain 
side lines which are incidental to the main activities of a business. 
The main business of the great meat-packing houses of Chicago is the 
slaughtering of livestock and the preparation of the meat for human 
food. In the obtaining of this meat, however, many other products are 
derived from the carcass of the animal, such as hides, glue, fats, bone, 
and hair. Compare the small butcher in a country town with one of 
these huge Chicago enterprises. He too gets the materials lor all of 
these by-products from the animals he kills, but he slaughters so lew 
in a month’s time that it would hardly pay him to develop the 
products. From the bones of animals, buttons and fertilizer can be 
prepared, but the country biitclier would uot have enough bones to 
set up a button factory or fertilizer plant. The large meat-packers can 
do so; hence they are able to utilize the liy-products to a remarkable 
degree. It is this feature that has been one of the principle causes of 
their tremendous growth and success. 

Another example is that of lignite coal. Here the main product is 
fuel, but in the process of obtaining it, it is possible to derive many 
important other commodities, such as coal-tar dyes, amnioniuni salts, 
lubricating oils, perfumes, and a great number ot other commodities. 
Here, again, it will only be possible to develop these produc ts in 
plants of sufficient si/e to produce them in cjuantities great enough to 
make their extraction commercially possible. Similar examples can be 
found in many other industries. 

(6) Experimentation and research. Finally, a large-scale enterprise 
is in a better position to undertake experiments regarding the pos- 
sibilities of developing new methods of production than a small one. 
Experimentation is costly, for the experimenters must be paid, and 
sometimes permitted to carry on expensive projects whose success is 
problematical, and which, during the period ol experimentation, at 
least, in no way facilitate production in the industry and bring in no 
revenue. Small companies cannot afford to do this, but in large plants, 
where the volume of business transacted runs into the hundreds of 
thousands of dollars, a lew thousands spent in experiments is a negli- 
gible item which can be carried on for years without serious fmancial 
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loss to the company, and which may result from time to time in im- 
portant discoveries which eventually pay for the investment many 
times over. Large corporations, such as those operated by the Du Pont 
industries, maintain elaborate laboratories, where corps of chemists 
and scientists of various sorts are kept constantly employed, working 
out plans for the utilization of by-products of the business, such as 
the well-known Du Pont “Cellophane,” developing processes of manu- 
facturing dyes, and so on. Research work is becoming a very important 
feature of large industrial enterprises, but is not feasible for smaller 
concerns. 

In these (and perhaps other) ways, large-scale production makes pos- 
sible economies which mean lower costs and give to big establishments 
an advantage over their smaller competitors. 

Influences Which Make for a Small Optimum Unit. — Notwith- 
standing these manifest advantages, there are sometimes conditions 
favorable to the smaller concerns, so that there has not yet appeared 
any wholesale elimination of the latter from the field of industry. 
Great industrial enterprises call for a high degree of managerial 
ability which is rarely found. Few persons possess the genius for or- 
ganization and administration requisite for the smooth running of 
great industrial projects. Without such direction, these projects be- 
come unwieldy; their various parts do not work smoothly together; 
lack of coordination results in waste and inefficiency, which may more 
than counterbalance the savings. Hence, there is a limit to the pos- 
sibilities of large-scale production, and vast industrial projects of giant 
size are comparatively few. 

Certain industries, moreover, do not lend themselves to large-scale 
methods. Chief among these, perhaps, is agriculture. The introduc- 
tion of large-scale production into agriculture can take place only by 
increasing the acreage under cultivation, and this entails a spreading 
out of the productive unit over a larger and larger area. It is difficult 
to take advantage of the economies of huge plants in such a c'ase. 
Large quantities of workmen cannot be concentrated into a small 
space, and complicated machinery is not so readily introduced. More- 
over, the processes of agriculture lack that degree of uniformity and 
routine which is essential to a high development of the division of la- 
bor and standardization. The processes of agriculture shift with the 
seasons and with weather conditions from day to day. Hence, the 
organization must be constantly changing to meet these conditions. 
That is more readily accomplished where there are only a few men 
at work in each separate agricultural enterprise than where there is a 
huge staff with its complex organization. While in some of our west- 
ern states there have been some examples of large farms covering 
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thousands of acres, in whicli advanced forms of complex equipment 
have been employed, this movement has not spread to farming op- 
erations as a whole, and the tendency seems to be for farms to become 
smaller in size rather than larger. In short, the optimum unit in agri- 
culture is sniall- 

There are other industries in which no great aggregations of eciuip- 
ment are necessary, and in these the advantages of large-scale produc- 
tion are not stifiicient to cause it to develop In the making ol artistic 
products, for instance, where individuality and hand work are re- 
quired, the large-scale metliod is not likely to appear. Specialties, the 
demand for which is limited, do not admit of production in great 
quantities. 

Large-scale production is most manifest in manufacturing, trans- 
portation, and mercitandising. In manufactures it is seen in the great 
plants that are typical ol some ol our well-known industrial enter- 
prises, such as the automobile lactories ol Detroit. Miciiigan, where 
the business of turning out automobiles by tlie tliousands lias fieen 
systematized to a remarkable degree, and the great meat-packing plants 
of Chicago. In the transportation industries it is exeinplilied by some 
of our huge railway systems — such as the Pennsylvania, the New York 
Central, the Northern Pacific — and by some ol our city transportation 
systems. In the merchandising industry, we find the great department 
stores of our big cities combining a multitude of retail shops under 
one roof and dispensing thousands of pieces ol merc handise to cus- 
tomers daily. We find also the great mail-order houses, and the cliain 
tobac'co and grocery stores. In retail trading, however, especially in 
the case ol such commodities as groc:eries and similar produc'ts which 
are purc:hased in small cjuantities daily by the various households, it 
is less easy to concentrate the business into lar ge plants, for consumers 
expect these facilities to be near at hand, and in many c:ases they will 
patronize a small shop near tireir homes rather tiran a large establish- 
ment farther away. Hence, the large-scale enterprise in this field olten 
takes the form of many small-scale stores under one management, in- 
stead of one big store, and the economies ol large-scale methcjcls must 
thjen be confined within narrower limits. 

Notwithstanding the wide prevalence of lai'ge-scale enterprises in 
these fields ol production, many small establishments continue to do 
business and are apparently not being forced out of the market by the 
competition of the larger cone erns. In every case the little independcuit 
retail grocer flourishes alongside of the chain store, tire men’s haber- 
dashery shops compete succ'essfully with the department stcjres. small 
manufacturing plants continue in business despite their larger rivals. 
This is due probably to the difliculties of organizing the larger plants 
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on a huge scale, and the lack of men of sufficient caliber to carry out 
such projects. It is to be considered, also, that in a small business there 
is a direct connection between effort and reward. The proprietor man- 
ages it himself, and his profits directly reflect the efficiency of his 
management. In the large-scale business, the connection between 
efficiency and reward is not so apparent. The managers are hired em- 
ployees, working on a salary. The profits of superior efficiency go not 
to them, but to the owners — in a corporation, the stockholders. Hence, 
the managers have less incentive to do their best. While large-scale en- 
terprises, therefore, are numerous, and will probably continue to in- 
crease, it is not apparent that the small producer is likely to be forced 
from the field. 

The Reconciliation of Different Optimum Influences. — In many 
industries there may be some factors favorable to a large scale of 
operations, and others favorable to a smaller organization. For in- 
stance, in retail merchandising there is an advantage in having many 
small stores scattered in different localities close to the housewives 
who patronize them, rather than one huge emporium in a central 
location. On the other hand, the economies made possible by large- 
scale advertising, purchasing, and packaging of goods favor the single, 
unified organization. In the production of automobiles, some parts 
can be manufactured most cheaply in central, large-scale factories, 
which specialize on them alone, but the bulkiness of the finished 
product and the costs of shipping it over long distances may favor 
assembly in a few moderately large plants located in different sections 
of the country. In such cases as these, the flexibility of the corporate 
form of business organization makes it possible to adapt the structure 
of the enterprise to the varied requirements of the situation. The 
chain store plan solves the problems of the first illustration. It re- 
tains the advantages of centralized management, large-scale purchas- 
ing and packaging, with those of decentralized selling. The similar 
problem of the automobile industry is solved by having centralized 
parts establishments, with separate scattered assembly plants, all in 
one giant organization. In such ways as these, the form of business 
organization can be adapted to the special conditions with which 
business men in different branches of production are confronted, and 
the optimum form of organization can be worked out so as to develop 
the highest possible efficiency. 

Combination. — Another characteristic of the industrial enter- 
prises of the present time is the tendency toward combination. By this 
is meant the coming together under one management of a number 
of separate plants. An interesting example of this is to be found in 
the development of the electric lighting business in one of America’s 
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largest cities. Originally in this municipality the furnishing of electric 
current for lighting and power purposes was done by a number of in- 
dependent companies located in various parts of the city. In order to 
reduce the competition between these rival concerns, they determined 
to combine under unified management. At first there was a consolida- 
tion of many scattered companies into four or five, and finally these 
few were united into a single corporation. While the plants which 
were actually engaged in producing the current remained separate, 
the management was eventually combined into one. Many examples 
of a similar sort are continually in the public eye throughout the 
United States. Our so-called trusts, such as the American Tobacco 
Company, the Standard Oil Company, the United States Steel Cor- 
poration, the unified street railway systems of many of our big cities, 
the great railway systems and chain stores which have already been 
alluded to. are examples of combination. 

Combination is not the same as large-scale production. Plants may 
grow larger in size, employing greater numbers of men and cjiiantities 
of capital, and tuining out larger output, while retaining their sepa- 
rate, independent, competitive existence, and without any tendency 
toward unification of management. This is large-scale production 
without combination. On the other hand, there may be combination 
without large-scale production. This was the case of the electric com- 
pany which has just been described, where many small plants were 
united under single corporate control but were still operated as 
separate establishments, no large-scale methods being introduced. In 
practice, ho’wever, the two generally go hand in hand; and indeed 
large-scale production is very likely to lead to combination, for where 
the economies of increasing plant are substantial, it is difficult for 
small competitors to maintain their position in the face of larger 
rivals, and they are thus led to combine witli these big concerns, or 
are eventually bought out by them. The biggest combinations of mod- 
ern times, the giant corporations which are a conspicuous feature of 
the American business world, have attained their position and con- 
tinue to hold it partly by virtue of large-scale methods. 

Horizontal, Vertical and Complex Combination- — There are 
three principal types of combination. Consider the tobacco busi- 
ness. We have seen that the processes of industry arc di\'ided into 
a number of stages which tend to be carried on as separate enterprises. 
In the tobacco business, therefore, we may find some producers who 
are grorving tobacco, some who are dealers in raw tobacco, purchasing 
it from the farmers and selling it to the manufacturers, others who 
manufacture tobacco into cigars, cigarettes, and other forms, whole- 
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sale dealers in these products, and finally retailers who dispense them 
to consumers. If, now, a number of independent cigar manufacturers 
decide to combine their businesses into a single corporation for their 
mutual benefit, we have a type of combination which may be de- 
scribed as horizontal, because it is a union of different producers all 
engaged at the same stage or level in the industry. Similarly, there 
might be combinations of tobacco retailers, of tobacco wholesalers, 
and, conceivably, of tobacco growers. Each of these would be a hori- 
zontal combination. The typical trusts are combinations of this sort. 
They are unions of many plants all producing a like product and all 
engaged in the same stage of production. Thus, we have combina- 
tions of sugar refineries, of railroads, of retail stores, and many others. 

Suppose, on the other hand, that our combined tobacco manufac- 
turers, recognizing the advantages that come from unified control, 
and having built up a great organization which is carrying on a large 
volume of business, are desirous of increasing their power and progress 
still further by carrying out a combination of a more thoroughgoing 
sort. They may conclude that it is to their advantage to acquire to- 
bacco plantations of their own, making them independent of many 
scattered tobacco growers and assuring them of a continual supply of 
their raw material, whose production is under their own control. 
They may also extend their operations into the selling field, organiz- 
ing their own distributing centers and even opening up retail stores. 
This brings all the operations of tobacco production, from the grow- 
ing of the leaf to its final disposition, into one great organization. 
Plantations, drying houses, cigar, cigarette, chewing tobacco, pipe 
tobacco, and siiuflF factories, wholesale and retail stores, all become 
part of one vast enterprise. Combination here has been extended not 
only horizontally to different plants within a single stage of pro- 
duction, but it has been extended vertically, so that all the stages 
are brought within the scope of one organization. This may be called 
vertical combination. Examples of this type of combination are nu- 
merous. The United States Steel Corporation has its own mines, its 
own railroads and manufacturing plants. The various Standard Oil 
Companies in some cases control all of the stages of oil production, 
from the extraction of the crude oil from the wells, through the 
processes of refining, shipping in pipe lines and tank cars, to the mar- 
keting of the product, not to mention the many by-products that they 
extract and dispose of. The beef packers of Chicago not only slaughter 
meat and prepare the by-products therefrom, but maintain their 
own lines of refrigerator cars and wholesale houses. Combinations of 
vertical type can become very powerful and can effect important 
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economies by the elimination of middlemen and by similar means. 
Hence, some of our strongest corporations are combinations of this 
sort. 

There is often found a kind of combination that cannot be clas- 
sified as either horizontal or vertical; it is perhaps best described as 
complex. Here the business ramifies into various fields which are 
more or less loosely associated with its main activities. Take the case 
of General Motors Corporation, whose principal line of business is 
the manufacture of motor cars. In order to gather into its organiza- 
tion facilities for manufacturing its own electric: parts (such as stor- 
age batteries), it found it advantageous to purchase the Delco busi- 
ness. which had the facilities that were needed; but this concern 
was already .engaged in the mianufacture of electric apparatus of 
other kinds, such as farm lighting equipment. So the General Motors 
Corporation entered into lines of business whose connection with 
automobile production was rather remote. The meat packers af- 
ford an illustration of this kind of combination also. In order to 
transport and market their meat products satisfactorily, they found 
it advantageous to own their own refrigerator cars, and to pro- 
vide themselves with cold storage plants in different cities. But re- 
frigerator crars and cold storage plants can be used to handle other 
goods than meat products; so, in order to make full use of these 
facilities, the packers branched out into handling various perishable 
commodities. In this particular case, the extension into other lines 
became so serious that the government became concerned, lest a gen- 
eral monopoly of food products be created; therefore, it interfered to 
restrict the operations of the meat packers. There are many other cases 
where business men find it advantageous to c:oni!)inc different types 
of industry in one organization, scjinetinies on a quite small scale. In 
many a small town, coal and ice are handled by the same merchant, 
in order that he may offset the slack season for one-* c:)f these procluc ts 
by the active season for the othet. 'I'his kind of “dovetailing,” as it is 
often called, can be found in many types of industry. 

The term integration is often used to denote the various forms of 
combination which have just been described. In some respec ts it is a 
more appropriate term, because what takes plact^ is the bringing to- 
gether into one organization cd various steps whi( h might c'oiu eivahly 
be c'arried on by separate enterprises: and this need not take plate 
through the combination of formerly independent business units — 
it may merely be due to the growth of a particular conc ern, dliere 
are, then, three types of integration — horizontal, vertical, and com- 
plex. 

Monopoly. — With the growth ol large-scale enterprise and of com- 
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binations, there comes a tendency to monopoly of production. It is 
but a step from small plant to large, from large enterprise to com- 
bination of a number of enterprises, and from combination to mo- 
nopoly. By monopoly is meaiit the single control of the sources of 
supply of a commodity. Few monopolies are so perfect that they havo» 
control over all the sources of supply, but not infrequently a single 
organization may obtain command over the source of a sufficient 
amount of a goods to exercise a considerable degree of influence upon 
the market. Most monopolies are of this sort. 

Monopolies may arise in a number of different ways, (i) In the first 
place, the supply of a commodity may be limited by‘ nature to a few 
sources which can readily be brought under unified management. The 
great majority of the diamonds of the earth are to be found in the 
mines that lie within a comparatively small area in South Africa. It 
has not been difficult for one corporation to obtain possession oF these 
mines and thereby effect a monopoly of the diamonds of the world. 
The anthracite coal of the United States is to be found almost ex- 
clusively within certain districts of Pennsylvania. Here there is a 
natural limitation of supply which makes possible monopoly. Idiis 
supply being within the control of a very few railroads, it has not been 
difficult for them to work in such Iiarmony with each other that there 
is said to be an effective monopoly of anthracite coal. The Standard 
Oil monopoly was built up in this way by obtaining control over the 
few oil fields which existed in this country at the time of its greatest 
power. In a sense, individuals sometimes are possessed of such talents 
that they may be said to have a sort of monopoly in their field. This 
is the case with great artists (whose work is of such character that it is 
subject to little or no competition), witli great musicians, actors, and 
other geniuses. 

(2) In the second place, monopolies may come about through the 
economies of large-scale production. It has been pointed out that in 
some industries, as the individual plant grows larger the economies of 
large-scale production, and the decreasing ratio of overhead to op- 
erating expenses, bring about a decreasing cost per unit of product. 
In such a case the most economical method of producing the needed 
supply of the goods turned out in that industry is for them to be 
produced in a single plant, for in such a plant the costs will be lowest. 
Hence, the large plant in such a business has an advantage over its 
rivals by which it can undersell them and gradually absorb their busi- 
ness. The larger it grows the stronger becomes its position, because 
its costs continue to decrease. The natural end of such a process is the 
eventual dominance of one producer in the held, — that is, the estab- 
lishment of monopoly. Large-scale production does not always lead 
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to such a result, for it may be offset by counterbalancing tendencies 
before this point is reached; but it may tend to eventual monopoly. 
This is the principle which has brought about the growth of the 
great meat packers of Chicago and the eventual concentration of this 
business into the hands of a few packers. It is this principle, in part, 
coupled with the natural limitation of supply, that has helped to 
create such monopolies or partial monopolies as those of the United 
States Steel Corporation and the former Standard Oil Company. 

( 5 ) A third type of monopoly may be due simply to tlie control of a 
huge amount of capital by a single corporation or combination. Where 
the resources of an organization are sufliciently large, while titere may 
be no natural limitation of supply and no tendency to decreasing 
costs, it can, nevertheless, by virtue of its financial power, prevent 
competitors from occupying the field, for it can afford to undersell 
these competitors even at a temporary loss to itself until tlie rivals 
are driven from the market, when the big corporation can recoup 
its losses from enhanced monopoly profits. Monopolies of this sort 
must depend upon cutthroat competition and often unfair methods 
to maintain their position. 

( 4 ) Monopolies may be based upon secret processes. Where an im- 
portant product is manufactured by methods known only to one in- 
dividual or group, and there is no other known way of pioducing it, 
the lucky possessor of the secret can use his power to monopolize the 
industry. The drug argyroh widely used in the treatment o! diseases of 
the throat, nose, and eyes, is manufactured by a secret proc ess whit It 
chemists have been unable to discover. The result is that its production 
has been controlled by a single pioducer wlio has reapecl a fortune 
from it. Other examples of this kind of monopoly can [>e found, but 
they are not numerous. Almost every industry lias its trade secrets, but 
they seldom are vital enough to give the possessor a monopoly position. 

( 5 ) Finally, monopolies are sometimes created by laiu to serve the 
interests of public welfare. These are known as legal monopolies. 
Patents are a monopoly granted by the government to protect men 
in securing to themselves the profits of their own inventions and to 
encourage by this means progress in the arts of production. In at least 
one case, that of shoe-machinery manufacturing, the control of patents 
made possible the building up of the shoe-machinery trust, which has 
a large degree of control over the shoe-manufacturing busine.ss in this 
country today. F.very patent is, of course, a nK:)nopoIy; altlunigli few of 
them lead to such widespread domination over an important indus- 
try as in this case. Municipalities sometimes find it advantageous to 
grant the exclusive use of their streets to a single corporation for the 
building of street railway lines, the erection of electric wires, or the 
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laying of gas and water mains, on the principle that the most efficient 
service to the public is to be obtained by unified management. Such 
franchises confer monopoly privileges. They may be hedged about 
with such restrictions and degiee of control over the corporation 
receiving the grant as to prevent them^ from taking an unfair ad- 
vantage of their monopoly position, although municipalities have 
often failed to protect themselves in this respect. 

Social Significance of Monopolies. — It is not within the scope of 
this book to enter into a full discussion of the monopoly problem. 
It is apparent, however, that the control over production of com- 
modities that lies in monopoly may have important possibilities for 
the good or ill of society, especially where the product monopolized 
is one of the necessities of life. Monopoly power gives control over 
the price of goods. The degree to which this control can be exercised, 
and its effect upon the prices of commodities, will be discussed in 
later chapters, but the broader questions of social welfare involved 
in the monopoly problem must be left to the field of applied eco- 
nomics. 


Summary 

A business enterpriser is one who is responsible for the direction 
of a business. He is also a kind of laborer, and he may be also a capi- 
talist, or may borrow part or all of his capital from others. 

The forms of business organization are: (1) the single enterpriser, 
where one individual conducts the business; (2) the partnership, an 
association of two or more individuals under an agreement; (3) the 
corporation, an association of stockholders acting under a state charter 
for the conduct of a business. The partnership is characterized usually 
by few members, small capital, unlimited liability, direct manage- 
ment, short life; the corporation usually by numerous members, 
larger capital, limited liability, delegated management, easier trans- 
ferability of ownership, and perpetual life. The stockholders, owners 
of the corporation, delegate the broad conduct of the enterprise to a 
Board of Directors, who often act through an Executive Committee. 
Details of production are handled through the staff of officials, cen- 
tered in the President or General Manager, with departments under 
him. The capital of the corporation is represented by three sets of 
subscribers; bondholders, preferred stockholders, and common stock- 
holders. The corporation promotes investment, makes easier large 
capital with its attendant advantages, and is adaptable to efficient 
managerial organization. On the other hand, the practice of overcap- 
italization and abuse of stockholders by those in control have created 
social problems. Corporations often issue stock dividends, which 
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usually represent surplus capital accumulated by the reinvestment of 
earnings. The transferability of ownership of corporate shares en- 
courages investment; it also promotes speculation in securities. Co- 
operative business organizations differ from ordinary corporations in 
that the stockholders are usually either employees or customers of the 
enterprise. There are four common forms of cooperative enterprises: 
cooperative stores, cooperative producers’ organizations, cooperative 
selling agencies, and cooperative credit associations. Some business 
enterprises are operated by government agencies. Production is being 
made more efficient by the application of scientific methods to the 
problems of management. 

There is a tendency for the enterprises in each industry to adopt 
the form of the optimum business unit, which is that type of organi- 
zation that can produce at the lowest average unit costs. In many in- 
dustries the size of the optimum unit is increasing, because of the 
following economies which arise out of large-scale production: (1) 
apportionment of heavy fixed costs over a larger number of units 
of product, (2) better use of expensive machinery, {3) increased 
specialization, (4) economies of buying and selling, (5) utilization of 
by-products, (6) possibility of experimentation and research. Not- 
withstanding these economies, large-scale production has not elim- 
inated small producers; the optimum unit is small in certain groups 
of industries, such as agriculture. It is large chiefly in manufactures, 
transportation, and merchandising. 

Combination of enterprises under single management is another 
characteristic of modern business organization. Combinations are of 
three types: horizo-ntal. where a number of plants at a given stage of 
production are united; vertical, where a number of different stages of 
production are united in a single organization; and complex, where 
the manufacture of by-products or side lines is undertaken by the par- 
ent concern. Combination often leads to monopoly. Monopolies may 
arise (1) by natural limitation of supply, (2) as a result of the econo- 
mies of large-scale production, (3) by the competitive power of huge 
aggregations of capital, (4) by knowledge of secret processes, or (5) 
by legal grant. Monopolies present a social problem because of their 
power to control prices. 
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The “Dominant Tendencies of Business Organization’* in the modern 
world are set forth with his characteristic completeness in Book II of Alfred 
Marshall’s /nduairy and Trade (1921); and that whole volume has some 
bearing upon the subject of the present chapter. Ciood, concise discussions 
of business organization and development are to be found in Horace 



ORGANIZATION OF BUSINESS ENTERPRISE 137 

Taylor’s Making Goods and Making Money (1928) — especially Chapters 
3 to 6, and E. A. G. Robinson’s The Structure of Competilu)e Industry 
(1932), which develops very interestingly the factors which determine the 
optimum size of the business unit. On the technical problems which 
confront the business enterpriser see R. H. Lansburgh, Industrial Man- 
agement (1923). I have found Chapters 4 and 6 of F. W. Taussig’s Prin- 
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Chapter VII 


RISK IN INDUSTRY 


A. The Nature and Incidence of Risks 

The Prevalence of Risks. — liJe itself is full of hazards, and eco- 
nomic life is no exception to this rule. The carrying on of production 
is fraught with numerous risks — risks of a personal nature and risks 
of loss of property. A great many of these risks arise out of the lact 
that, in the roundabout processes of modern industry, produc tion is 
spread over tinie. We fiave seen that the first stages of production are 
carried out long in advance of their completion, rec|uiring advances 
of savings, and waiting for a reward. Two possible sources of risk are 
inherent in this fact — the possibility that the production will not in 
the end be as great or of as good a cpiality as was anticipated, and the 
possibility that the market lor it will not be satisfactory. We may call 
these technolc^gical risks and marketing risks, respectively. 

The technical efficiency and final completion c^f production may be 
interfered with in a number of ways. One’s lactory may be destroyed 
by some unforeseen catastrQ.phe, such as a fire, an earthejuake, or a 
flood. Drought or excessive rains may spoil the tanner’s c rops A 
workingmen’s strike may force a plant to suspend o{>erations. An im- 
portant machine may break down and Iiave to be scrapped. Theie is 
no end to the possible obstacles and losses that may prevent the 
successful consummation of production. There is probably no in- 
dustry that is entirely free from these < hanc es. 

Even more impc^irtam is the risk that when a thing is once produced, 
it may not be possible to sell it at a price that will cover its costs of 
production. Production is carried on in anticipation of demanci. I he 
retailer has to estimate the wants of his customers and lay in a roire- 
sponding stock of goods in advance. I'he wholesaler must keep on 
hand a suffic ient supply to meet the needs of the retailers, llie manu- 
facturer must purchase his raw materials, employ labor, and make 
up his products in anticipation of sales to wliolesalers. So it goes in 
every phase of industry. Only to a small extent is it possible to get 
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orders in advance and then fill the orders. Consequently, almost every 
business man is called upon to study the future market for his product, 
and incur present expense in the expectation that his judgment will 
prove correct. His judgment may often be poor, however; and the 
market may change due to circumstances which he could not foresee. 
As a result, he may incur a loss. Demands change, competitors under- 
sell or offer more attractive merchandise, prices rise or fall, and a 
thousand and one other contingencies may arise to ruin one’s market. 
There is also the ebb and flow of business prosperity in recurring 
cycles (to be described in a later chapter), which may affect one s 
business adversely. 

These circumstances involve mainly the risk of loss of property. 
There are also many personal risks in industry: risk of death, acci- 
dent, unemployment, loss of reputation, decline in earning power, 
failing health, and so on. Risk is universal and takes a variety of forms. 

Risks of tlie Enterpriser. — The fact that the enterpriser is responsi- 
ble for the direction of a business causes the property risks of industry 
in their first instance to fall very largely on his shoulders. It is liis 
task to look after the technical and marketing aspects of the business 
in such a way as to make it a success. He usually makes a contract with 
capitalists, from whom he has borrowed funds, to pay them a fixed 
amount of interest. Wages, also, show a certain amount of stability 
under ordinary business conditions, so that the amount he pays to his 
employees tends to lag behind the general movement of prices. Thus, 
his payments for interest and wages remain more or less constant, 
while the prices he pays for his materials and those which he gets for 
his products are subject to considerable fluctuations. If the efliciency 
ol his plant is good, the market conditions favorable, and his judg- 
ment sound, he gains profit; if not, lie suffers losses. So far as is pos- 
sible, he guarantees his creditors against loss, and they expect him to 
bear the chief risks of liis enterprise. If the risks are small, any slight 
losses that occur will affect only the enterpriser, by reducing his 
profits. If losses are large, however, the enterpriser can only make 
them good if he has property of his own which can be used to pay his 
debts. In fact, he usually does have savings invested in the business, 
and oftentimes he has other property which can be levied against. 
The limited liability feature of the corporations, however, limits 
the responsibility of stockholders to the amount they have invested, 
as we have seen. The enterpriser thus runs a risk in his capacity of 
capitalist, at least to the extent of his investment, and sometimes more. 
Important also is the risk of position and reputation which he bears. 
In his business he has at stake his personal prestige, his credit in the 
business world, his income-earning power, the comfort and happiness 
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of himself and family. If his business judgment is sound, and condi- 
tions favorable, success in these respects, leading to the pinnacle of 
wealth and power, is possible; if he fails, his downfall is great. 

It is a mistake to emphasize the risks of the enterpriser to the ex- 
clusion of those of other participants in industry, as some writers have 
done. Although most unfavorable developments in the conduct ol a 
business strike the etiterpriser first, there is often opportunity to shift 
the burden ultimately to someone else. For instance, there are insur- 
ance men and speculators whose business it is to assume risks for others 
in ways presently to be described. The enterpriser can transfer part of 
the burden of unfavorable business conditions to his employees by 
closing his factory and dismissing his workers until better times re- 
turn. Finally, in case of complete failure, if the enterpriser has not 
enough property of his own to make good his debts, the creditors will 
have to pocket the losses. So we see tliat tliere are other classes in the 
community who run risks as a result of their participation in in- 
dustry. 

Risks of the Capitalist. — There is a hazard involved in the very 
ownership of wealth. It may be destroyed by fire or lost by tlieft. If 
loaned to others there is the chance that it will never be repaid. Most 
wealth is loaned to business enterprisers by investment. The degree 
of risk varies with the type of investment, hut even in tlie safest it is 
not entirely absent. The bonds of a strong, stable government are 
usually regarded as almost certainly sale; yet that there is the pos- 
sibility of loss even here is shown by the fact that the communists 
overthrew the Czar’s rule in Russia and repudiated its debts; while 
tlie first World War made the Allied nations unable to pay inteiest 
on their debts to the LInited States. Both of tliesc obligations may 
eventually be met by the governments concerned: but it is not at all 
probable. Bonds of a sound business enterprise, secured by a first 
mortgage upon its real estate, are usually a reasonably safe invest- 
ment, but changes in industrial conditions or in the particular in- 
dustry concetned may greatly reduce the value of its capital and cause 
the bondholder to sufTei loss. Less well protected securities entail a 
correspondingly greater hazard- Moreover, the capitalist is oftentimes 
also an enterpriser; that is, he has not only made an investment in an 
enterprise, but assumes along with it a certain amount of responsibility 
for the direction of it. This is the case with the stc:>ck lH>lders of a cor- 
poration In sucli instances the capitalist runs all the risks to which 
enterprisers are subject. 

Every creditor is a capitalist, although he may have made no perma- 
nent investment in his debtor’s enterprise. If the business owes liim 
money, he has invested funds, temporarily at least, in it. So long as the 
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debt is unpaid there is a risk. If a wholesaler sells goods to a retailer, 
accepting his promissory note in lieu of payment, he takes a chance of 
loss through the inability of the retailer to redeem his note. Every 
business man and capitalist has certain “accounts receivable,” which 
means that other persons are indebted to him. There is always a dan- 
ger that these accounts may be uncollectable, causing the creditor 
loss. 

Risks of the Laborer. — The risks run by the workingman in indus- 
try have often been slighfed or ignored. Because they are of a more per- 
sonal nature, involving the comfort and happiness of the great mass 
of our people, they are even more important than the property risks 
to which other classes of society are' subject. Also, they have just as 
much economic significance. The laborer shares in the prosperity or 
reverses of his employer. If the business is good, he is steadily em- 
ployed at good wages; if it is poor, he may be forced to work only part 
time, his wages may be reduced, or I^ie may be laid off entirely. Every 
period of business depression is accompanied by wholesale unem- 
ployment which brings poverty and suffering to hundreds of thou- 
sands of families. Depressions in a particular trade or enterprise have 
similar effects on a smaller scale. We have already seen that the re- 
duction of working time or the laying off of men is one way in which 
enterprisers shift part of the burden of their losses to their employees. 
The worker may also suffer a permanent decline in the demand for 
his skill due to some change in the methods of production or the state 
of the market of the industry in which he is employed. For instance, 
a harness-maker may find his occupation gone as the automobile re- 
places the horse; or the glass-blower may be replaced by a machine 
which does his work. A workman’s skill may be the result of years of 
training and apprenticeship; it is to him a sort of capital; it is his chief 
reliance for means of support. When it becomes valueless, he has 
suffered a severe loss which greatly reduces his earning power. Such 
cases are very frequent, so that the worker’s position is always a pre- 
carious one. Other risks run by employees in industry are those of 
accident and occupational disease. Many employments place the 
worker in danger of limb or life. Whirring machinery, heavy objects 
moving on cranes overhead, mine explosions, molten iron, frail sup- 
ports at dizzy heights — these are but a few of the thousands of pos- 
sibilities of being maimed or killed which daily face almost every 
manual laborer. Some occupations are peculiarly likely to lead to the 
development of certain diseases. Such are the deadly trachoma which 
attacks those who handle cattle; pneumonia, tuberculosis, and other 
ailments of the lungs, which may come to those who are exposed to se- 
vere changes of temperature, and dust- or moisture-laden atmosphere; 
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“phossy jaw,” which results from the handling of white phosphorus in 
the making of certain kinds of matches, and so on. Then, finally, there 
is gradual failing of earning power through the coming on of old age, 
often induced prematurely by the excessive strain and fatigue of cer- 
tain employments. 

General Methods of Dealing with Risks. — There are, in general, 
three possible courses of action which a person who is confronted with 
a risk may follow. The most obvious is to ascertain the source of the 
danger, and, if possible, remove it. This we" may call the method of 
elimination. Fires can be very much reduced by fire-proof building 
construction, and the provision of adequate facilities for extinguish- 
ing them before they do serious damage. Accidents to workmen can 
be lessened by the use of proper safeguards at the points of danger. 
Research into the causes of loss will often suggest means of avoiding 
them. Careful market analyses, for instance, in place of guesswork or 
crude estimates, will enable an enterpriser to ascertain with reason- 
able certainty the possible sales of his product. Business forecasting 
is a growing field whose purpose is, by keeping records of various in- 
dicators of business activity, such as the prices of stocks, the volume of 
bank loans and reserves, the volume of production, etc., to predict 
forthcoming booms or depressions in industry. Study of past business 
cycles reveals certain characteristics which afford the basis for such 
predictions. A number of agencies now exist for making business fore- 
casts, which they sell to business men. The latter can then take ad- 
vantage of the information so secured to accommodate their businesses 
to the expected developments. Business forecasting is not yet perlectcd 
by any means, but has developed sufficiently to enable the business 
man who uses such services intelligently to reduce his losses, in so far 
as they depend on general fluctuations of business. In these, and other 
ways, proper attention to the danger points in industry makes possible 
the total elimination or substantial reduction of many risks. 

Another method of dealing with risks is to shift them to somebody 
else. This we may call the method of tratisfer. Certain classes of men 
make the bearing of risks their chief business, or at least an important 
part of it. They are specialists in risk-bearing. There are a number of 
ways in whicli risks can be transferred to such spec ialists. One ol the 
most common is by means of insurance. The men wlio arc in the busi- 
ness of insurance guarantee to their customers that they will makegoc^d 
any losses sustained by the latter as the result of certain occurrences, 
such as fire or shipwreck. The insured thereby transfers his risk to the 
insurer. How the insurer can give such a guarantee and make a profit 
from it will be shown presently. A risk can also he transferred to 
speculators by hedging or contracting out. A hedging deal can be illus- 
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trated by the case of a grain dealer, who, having purchased a quantity 
of wheat, is desirous of protecting himself against loss from a decline 
in its price while it is in his possession. He therefore makes a contract 
in the speculative produce exchange to sell wheat for future delivery 
at an agreed price. Now if a decline in the price of wheat forces him 
to sell his stock to the trade at a loss, he can make a corresponding 
gain on his “futures” transaction in the speculative market, for, pre- 
sumably, the price of wheat will have declined there also, and he can 
now buy up the wheat necessary to fulfill his futures contract at a 
lower price than that at which he agreed -to sell it. Thus his transac- 
tion in the speculative market acts very much like an insurance policy 
to protect his ordinary trade sales against market losses. He has trans- 
ferred the risk to the speculators in wheat. The machinery of hedging 
will be described presently in greater detail. 

Contracting out resembles hedging. A builder contracts to build a 
house at a certain price. Immediately he lets sub-contracts for the 
plumbing, heating, painting, plastering, mason-work, etc., by which 
the sub-contractors agree to supply their respective materials and labor 
for the house at an agreed price. The builder is now assured in part 
as to how much it will cost him to erect the house, and as to what he 
will get for it. He can count on a certain gain. While by this process 
he foregoes a possible greater profit which would accrue if the prices 
of materials or labor fell, he is also protected against the possible loss 
he would sustain if they rose. The builder has transferred his risks 
to the sub-contractors (who may in turn transfer them to others), 
and to the purchaser of the house. Another type of transfer of risks 
is that from other business classes to enterprisers. We have seen that 
the latter partly guarantee the payment of interest to capitalists, and 
make advance payments of wages to labor. Here both capitalists and 
laborers have shifted certain risks to the enterpriser- We have also 
seen that the enterpriser can in some circumstances shift certain ol his 
risks to the capitalists or to the employees. 

The transfer of risks to specialists and others is not always a certain 
guarantee against loss. An insurance company may fail and be unable 
to meet the obligations it has assumed, throwing them back upon the 
parties it has insured. Some of the parties in a hedging or contracting- 
out agreement may not make good. However, these methods of meet- 
ing risks are generally effective, and serve greatly to reduce the chances 
of loss to the individual who thus shifts the hazards on to the shoul- 
ders of others. 

If a risk cannot be eliminated or transferred, it must be assumed; 
and the individual must fortify himself as best he can to meet it. In the 
long run, all risks that cannot be eliminated must be assumed by 
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someone; for although one individual can transfer a risk to another, 
someone must bear it. Insurers, speculators, and to some extent, en- 
terprisers, are professional risk-takers. It is their business to assume 
risks and take the gains and losses that result from them. We shall learn 
more about the enterprisers’ part in this in the chapter on profits. 
Insurance and speculation will be dealt with iieie. 

B. Insurance 

Principles of Insurance- — It is seldom that an individual can pre- 
dict just when his cleath may occur, his house burn down, or various 
other catastrophes take place. For some of such happenings, however, 
it is possible, by the use of accurate statistics, to kno%v just how often 
they will take place on the average, if a large enough number of c-ases 
is taken. We do not know %vhen we may die, but an actuary can tell 
us how long the average expectation of life for persons of our age, 
sex, and general condition is. No one can say whether or not his house 
will be destroyed by fire within the next twenty-four hours, but it can 
be ascertained with considerable accuracy just how many fires per day 
will occur out of a certain number of tliousands of buildings ol a < er- 
tain type. In other words, when a large number of risks are con- 
solidated, what is a great uncertainty for the individual case, l^ecomes 
a certainty for the group. The occurrence of a single accident may ruin 
an individual, if not provided for. To lay up by himself sunicient 
funds to meet every possible risk would be so tremendously exj^ensive 
that it would be out of the (jnestion. A large number of such j>ersons, 
provided with statistics of the son just mentioned, however, can pool 
their resources so as to meet these contingencies cheaply. II eacii of 
them pays in a small contribution to a common fund, enough can be 
accumulated to pay for the occasional losses that are sure to come to 
some members of the group. This is mutual risk-bearing. 

Insurance companies take advantage of this principle. They issue 
policies to- their customers which guarantee to make good the losses 
which the latter may sustain fiom certain occurrenc es. The premiums 
which the polic y-liolders pay in to the company arc kept in a common 
fund to meet the losses of the various individuals as they occur. 
Kncjwing tliat, out of its large nuinfier of risks, a certain amount of 
losses can be counted upc:)n on an average, the company is able to fix 
a definite price for its insurance, wfiicli will cover these losses, meet 
tfre administrative costs of carrying on the business, and provide a 
return to the owners of the enterprise. Tlie insurance enaf)les the 
policy-holder to substitute a small certain loss (the amount ol the 
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premium), for an uncertain, very great loss. The protection is well 
worth this relatively small cost.^ 

The principle of insurance can sometirnes be applied without hav- 
ing recourse to an insurance company. If a business is large enougii, 
so that it has a great many risks of a certain kind, the number will be 
great enough to admit of c onsolidation. That is, the losses will average 
a certain predictable amount annually, which can be carried as an 
ordinary business cost, paid out as an operating expense, saving the 
business the administrative and profit charges of the insurance com- 
pany. Thus, a large employer of labor need not take out accident in- 
surance to protect himself from loss arising out of damages due the 
workers for accidents sustained in his employment; he can count on a 
certain fairly constant amount of such losses annually among his large 
force of workers, and make the necessary provision of funds to meet 
it. Similarly, a great railroad need not insure its station buildings 
against loss from fire, since there are so many of them that a certain 
definite number of fires will occur annually on an average, entailing 
a predictable loss which the company can provide against regularly. 
Such insurance is known as self-insurance. Smaller businesses cannot 
count on averaging their risks in this way; they, therefore, consolidate 
their risks with those of dther enterprises by using the services of an 
insurance company. 

Not all risks can be provided for by insurance. The above discus- 
sion makes clear that, in order to be insurable, there must be a large 
enough number of independent risks to permit the operation of a 
fairly constant average. If there is such a large number, and it is pos- 
sible to gather statistics of the average losses sustained among them, 
tlie element of uncertainty can be reduced to a certainty, and the 
principle of insurance is then applicable. As a practicable business 
proposition, certain other conditions are requisite to make it worth 
while for an insurance company to undertake protection; but the gen- 
eral principles already explained suffice for a general understanding 
of the matter, without going into these details. The method of statis- 
tics has been developed so far that the occurrence of various kinds of 
disasters can now be foretold with remarkable precision, and insured 

1 The insurance company, nioieovei. can protect itself anrainst the occinrence ol an 
unusual catastrophe, for which its orclinaiy resources would be InsurTicient, hy reinsur- 
ing a part of its risks with some other company. Suppose, for instance, that a cenain 
fire insurance company has a large number of policy-holders in a certain city. The 
premiums it charges may he adequate to cover all ordinary fire losses; hut if a great 
confiagraiion should occiu . like that w'hich destroyed Baltimore some years ago. the 
conjpany’s losses may be so great as to ruin it unless provided foi . It can meet this 
catastrophe hazard hy distributing its losses above a certain amount among other com- 
panies, who, not having so many fire risks concentrated in the area concerned, could 
afford to take such reinsurance safely. 
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against. Some risks are insured which cannot be so predicted: in such 
a case the insurance contains a large element of speculation; but the 
great majority of the insurance business today is based on sound 
knowledge, and the element of chance has been almost eliminated. 

Types of Insurance. — For convenience we may divide the types of 
insurance into three general classes: insurance against property losses, 
insurance against personal losses, and social insurance. The tliird of 
these is really a special form of the second, but presents certain charac- 
teristics which make it worth while to classify it separately. 

Among the most important forms of property insurance is that 
against fire, which is highly developed, and very widely used. Fire risks 
are classified according to the combustibility of tlie buildings insured, 
their location with reference to fire-extinguishing facilities, the uses 
to which they are to be put, etc.; and a carefully graduated schedule of 
premiums based upon the hazard involved is charged. Marine insur- 
ance, both ocean and inland, protects owners against every conceiv- 
able loss incurred in transportation, such as shipwreck, piracy, theft 
and pilferage, fire or collision at sea, and damages to baggage, freight, 
etc., in railway, truck, or other transportation. Automobile insurance 
is rapidly growing in popularity. V'^arious forms protect the car owner 
against loss from liability for damages to the property or person of 
others, from collision, from theft, and from fire. Other types of ptop- 
erty insurance offer protection against losses from tornadoes or hail, 
from theft or burglary, from the failure of one’s debtc;rs, and so on. 

Of personal insurance the most important is life insurance. This 
is really insurance against loss of earning power arising through death, 
giving protection to the family or other dependents of ilie insured. 
IJfe insurance has been developed very greatly, a wide vaiiety of 
policies adapted to the needs of various individuals being availafile. 
A huge amount of such insurance is written annually. By (arelul 
selection and classification of risks througb medical examinations, 
and by the use of carefully worked out mortality table.s drawn from 
statistics of deaths among the population, classified according to age", 
sex, locality, occupation, etc., an insurance c ompatiy can predic t the 
losses very accurately and provide protec tion at the lowest possible 
cost, htsurance againk accidents, particularly in travel, is also (jinie 
common. More difficult to conduct cm scientific j>rin( iples is health 
(sickness) insurance. Notwithstanding the fact that the element of un- 
certainty here is great, many companies are writing this kind ol insur- 
ance, at rates which are rather high. 

The hazards to which the average workingman is subjec ted in his 
employment are so great that much attention has been given bv soc ial 
workers and statesmen to the problem, in order to protect him, to 



RISK IN INDUSTRY 147 

some extent at least, from them. As a result, various forms of social, 
or workingmen" s insurance have been developed. Among the con» 
tingencies provided for are accidents, sickness, old age, and sometimes 
unemployment. In the case of accidents, a fixed scale of compensa- 
tions, according to the extent of the injury, is provided. In case of 
sickness, medical aid and a certain percentage of the worker’s wage is 
paid to him during the period of his illness. Old age insurance pro- 
vides a modest income for the rest of his life when he reaches a certain 
age. Unemployment insurance provides usually a part of the worker’s 
normal wage during periods of involuntary idleness. It is somewhat 
difficult to administer, owing to the necessity of accompanying it with 
some machinery for finding the worker a job if one is procurable, in 
order to prevent him from purposely avoiding work and living on the 
insurance. For this reason it is still in an experimental stage, but has 
nevertheless been widely adopted. Social insurance differs from other 
forms, in that its cost is not usually paid for entirely by the beneficiary 
himself. The worker may contribute a part of the premiums out of his 
wages, but a part, or even all of it, is frequently borne by the employer, 
or by the state, or by both. 

Social insurance against losses of employees caused by accidents in 
the course of their work has been provided in most of the states in 
this country for many years by Workmen’s Compensation laws. These 
laws make it difficult for employers to defend themselves against suits 
brought by their employees for damages arising out of injuries sus^ 
tained in their employment. To avoid these suits, the employers pre- 
fer to transfer the risks of accident compensation to state or private 
insurance companies. This is precisely the result that the laws are 
intended to accomplish, this roundabout method having been adopted 
to avoid constitutional difficulties. Other forms of social insurance 
were not generally adopted in the United States until the passage of 
the Social Security Act in 1 935. This law brought into existence a com- 
prehensive, nation-wide system of old age and unemployment insur- 
ance. The law provides retirement annuities for certain groups of 
workers after they reach the age of 65. Outright pensions are paid 
jointly by state and federal governments to those over 65 who cannot 
qualify for the annuities. There is also provision for state unemploy- 
ment insurance funds. The cost of the old age annuities is met by a 
small tax on wages and employers, of the unemployment insurance 
by a tax on employers alone. The pensions are paid for out of general 
tax receipts. Similar national systems of social insurance were in effect 
throughout Europe long before the Social Security system was estab- 
lished here. 

The Effect of Insurance on Prevention of Risks. — Insurance not 
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only provides protection against losses from the hazards of industry, 
but it stimulates the adoption of measures tending to eliminate such 
hazards, in so far as they are preventable. Insurance companies often 
compel their policy-holders to inaugurate certain preventive measures 
as a condition .‘o obtaining insurance. For instance, an employer may 
not be given liability insurance unless he installs certain protective 
devices on his machinery. 'The same result is secured by cliarging 
higher rates to poor risks than to good ones. Thus fire insurance is 
offered at lower premiums to owners of houses which are built of 
fireproof materials. By such means as these, insurance has led to a 
great deal of preventive activity tending to reduce the risks of in- 
dustry. 

Guaranty and Sxiretyship. — Similar in form to insurance, though 
somewhat different in principle, are the protections provided by some 
companies to guarantee the validity of real estate titles, the honesty of 
persons holding responsible positions of trust, the performance of 
contracts, etc. For example, real estate title insurance is not l)ased 
solely on the principles of insurance. Instead of merely calculating tlie 
average losses on a large number of risks and charging a premium to 
cover these losses, the title insurance company makes a careful search 
of court records and satisfies itself that the title is dear. It issues a 
policy only when convinced that there is little risk. By this means a 
person who buys a piece of real estate or lends money on a mortgage 
can obtain a guarantee against loss througli any defect in his title, 
by the payment of a moderate fee. Similarly, a surety company will 
guarantee an institution, such as a building and loan association, 
against loss througli the dishonesty of its treasurer. The surety com- 
pany makes a thorough investigation of the character and resources 
of the individual in question, and when it is satisfied that there is no 
great risk it gives the necessary bond. There are various types of bonds 
issued by surety companies, guaranteeing tliat certain obligations will 
be met, and thus protecting the guaranteed parties from loss. 

C. Specui.ation 

Speculation in Produce. — It was shown above tfiat risks ran be 
transferred to professional risk-takers by hedging in the speculatixe 
markets- This suggests that speculators may perform a useful function 
in our economy, notwithstanding a popidar opinion to the contrary. 
There is no doubt that speculation is subject to serious abuses which 
warrant condemnation, but it is also true that the more lionoral)Ie 
activities of speculators help to stabilize the supplies and prices of 
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commodities which might otherwise fluctuate widely. Consider the 
following example. 

Let us suppose that in a certain season there is a bountiful crop of 
corn, but that there is the prospect of a short crop in the coining 
season. With an abundant supply on the market, and demand no 
greater than usual, the tendency would naturally be for its price to 
be low, and because of its exceeding cheapness, for it to be freely and 
perhaps wastefiilly used. But the following season the reverse would 
likely be the case; corn being then scarce, its price would tend to be 
high, and there would be a dearth of corn products. Such would be 
the case if there were no speculative dealings in corn. But speculators, 
anticipating the future rise in the price of corn, would take advantage 
of the prevailing low price to buy up corn to be sold in the future. This 
has the effect of withholding corn from the present market and adding 
it to the market in the future. The consumption of corn is thus made 
more even tliroughout the year, both present waste and future scarcity 
are very much reduced, and consumers benefit. At the same time the 
price is stabilized, for the purchasing of corn by speculators in the 
present increases the immediate demand for it and prevents the price 
from falling as low as it otherwise would, while their sales of corn in 
the future increase the supply of it at that time and prevent the price 
from rising as high as it otherwise would, on account of the small 
crop. Speculation in produce, therefore, stabilizes both the supply 
and price of commodities over periods of time. 

The stabilizing of the supply creates time utilities by saving produce 
from a time when it is too abundant to a time when it is more needed; 
the stabilization of price reduces the risk to which business men are 
subjected. Producers of corn would be subject to much more violent 
fluctuations in prices if there were no speculation in this commodity. 
Their business would then be subject to great uncertainties; while one 
year might bring great gains, another might bring such losses as to 
result in ruin. It is apparent, therefore, that the activities of speculators 
reduce the risks of industry. 

To have this effect, however, the speculation must be intelligent. 
If it is badly done, it will increase the fluctuations in prices rather than 
reduce them. If speculators anticipate a fall in prices and sell, when 
in reality there is impending a rise of prices, their haste to dispose of 
current stocks depresses prices now\ while tiie future shortage ot 
goods is increased and prices rise even higher than they would have 
done. Unwise speculation is, therefore, as disastrous as wise speculation 
is beneficial. For this reason it is important that speculation be kept 
in the hands of those persons who are most competent for the work. 
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Whether or not our present machinery of speculation actually secures 
this is a question of some uncertainty. Without attempting to answer 
it positively, we can gain some light upon it by a consideration ol the 
means by which speculation in produce is carried on. 

While all business men are speculators to a considerable degree, 
we learned in an earlier part of this chapter that they shift many of 
their speculative risks to other persons. The machinery of specula- 
tion enables producers to transfer certain kinds of risks to professional 
speculators by means of dealing in futures and hedging. Thus specu- 
lation acts very much like insurance, providing a means by whicli 
the ordinary business man can to some extent obtain guarantees from 
others which will free him in part from some of his un insurable risks. 
Let us look into this process. 

Dealing in Futures. — This refers to the practice of buying and 
selling goods for future delivery at a price agreed upon some time in 
advance. It is the chief business of the speculator in produce to deal 
in futures. For instance, a wheat speculator may Iiave reason to be- 
lieve in July that the price of wheat the following September will be 
not more than $1.20. He, therefore, agrees to sell a certain quantity of 
it for September delivery for $1.30 (assuming that he has found a 
buyer at that price), expecting to buy it at the lower figure at that time. 
In other words, he is selling wheat which is not yet in his po.sse.ssion. 
This is known as a “short sale.” If his expectations are realized, when 
the time comes to make delivery he can buy his wheat at the price 
he anticipated and fulfill his contract at a profit. If, however, the 
price of wheat in September proves to be higher than $1.30, he is 
forced to fulfill his contract at a loss. 

Produce Exchanges. — The market for dealing in futures fc^r many 
of the staple products is organized into produce exchanges. These 
are associations of dealers, speculators, and brokers wlio meet together 
for trading, primarily in future sales of certain coininodities. Any 
commodity for which there is a large, general demand the year round, 
and which is capable of being standardized as to cpiality, so that one 
who buys a certain amount of it for future delivery can he sure of 
just what he is getting by specifying the grade (as e.g. No. 1 wheat. No. 
2 wheat, etc.) can be dealt in on an exchange. Among the c ommodities 
handled in the various produce exchanges of the United States are 
wheat, corn, oats, rye, barley, flax, hayseed, c'c:>t tonsced cjil, I)utier 
and eggs, pork products, coffee, sugar, and others. Traders on the 
exciianges may be legitimate dealers, who actually handle the < com- 
modities they deal in; they may be speculators, who have no inte^c^st 
in the commodities other than to buy and sell orders with a view to 
making profits by successful anticipation of price changes; and most 
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of them act also as brokers, handling orders for clients not members 
of the exchange, and charging a small commission for the service. 
The exchanges are provided with elaborate facilities for enabling their 
members to transact business quickly and without formality; they 
report immediately all sales and send out the price quotations over 
telegraph tickers so that they quickly become known throughout the 
business world; and they provide their members with information and 
services of various sorts. The traders make use of all available in- 
formation, such as government crop reports, indices of trade condi- 
tions, prevailing price quotations, the behavior of their competitors, 
and so on, in their attempts to estimate the future trends of prices, 
and they conduct their speculations accordingly. There is much specu- 
lation in produce outside the exchanges, but the superior facilities 
of the latter make it much easier for speculation to be carried on in 
them. The exchanges are useful to the extent that speculation itself is 
useful, and they are likely to make speculation more intelligent by 
virtue of the greater publicity and information which they make 
available as a guide to traders. Against this, however, is to be set the 
disadvantage that the ease with which transactions can be made in the 
exchanges through brokers encourages many dabblers to speculate in 
produce who have no special knowledge or fitness for the work, with 
disastrous results to themselves and with disturbing effects oti the 
market. 

Contracting Out. — It is chiefly by means of the facilities offered by 
the produce exchanges that a business man is able to transfer certain 
of his market risks to speculators. Suppose that a miller has a contract 
for flour to be delivered at a certain date, the manufacture of which 
will require a thousand bushels of wheat, the price of the flour being 
agreed upon in advance. Not wishing to lay this wheat in stock at once, 
the miller desires to be assured of being able to obtain it later at a 
price which will enable him to fill his contract at a profit. He, there- 
fore, buys futures in wheat on the produce exchange at the prevailing 
price. He is now protected against adverse price fluctuations, for he 
knows he can get the wheat when he needs it, and just what it will 
cost; he knows also he can sell his flour, and at just what price. He has 
transferred to the speculator, from whom he buys futures in wheat, 
any risk of loss from possible fluctuations in the price of that com- 
modity; and he has transferred to the purchaser of the flour any pos- 
sible loss from changes in the price of it. This is a simple futures 
transaction which takes the form of contracting out. It is sometimes 
regarded as a form of hedging. The typical hedging deal, however, is a 
more complex transaction, which will now be described. 

Hedging. — Hedging consists in the making of a purchase and a 
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sale at the same time, the one in the ordinary trade market, the other 
in the speculative (futures) market, in such a way tliat a loss from ad- 
verse price fluctuations on the one transaction will be offset by a 
cori-esponding gain from the other. Consider again the example of 
the miller. This time we will suppose that he has no contract for tlie 
sale of flour, but has laid in a supply of wheat, at a cost of one dollar 
per bushel, which he expects to convert into flour and sell at a price 
which will pay back his investment, plus the cost of milling the wheat, 
plus a manufacturer’s profit of five cents per bushel on the wheat so 
converted into flour. If the price of wheat declines before he has sold 
the flour, the price of flour will probably fall correspondingly, and 
he may lose. To protect himself, lie makes an agreement on the 
produce exchange, simultaneously with his purchase of wheat, to sell 
wheat for future delivery, at the prevailing futures price, which we 
will assume to be also one dollar per bushel. Now if the price of wlieat 
declines ten cents, and flour correspondingly, it will wipe out the mill- 
er’s five cent prolit and cause him a five cent loss on his milling transac- 
tion; but lie will gain ten cents on his futures transaction; for, having 
contracted to sell wheat at one dollar, he is able to fulfil! his contract 
by buying it at ninety cents. The pr»ce fluctuation so adverse to his 
milling operations has been entirely offset, and he makes his five cent 
profit, as he had anticipated. If the price of wheat rose (and with it the 
price of flour), he would make an extra profit on his milling operation, 
but would lose a corresponding amount on the Futures deal. He thus 
gives up a speculative chance of profit (or loss) for a manufac'turer’s 
normal trade profit. The hedging transaction serves as a kind ol in- 
surance by whicli he transfers his market risk to speculators on the 
produce exchange. 

There are many possible hedging deals of this scjrt. In this case a 
trade transaction in a manufactured product (flour) is hedged against 
a speculative deal in its raw material (wheat). Similarly, cotton goods 
may he he<lgeci with raw cotton, or wool yam ^igainsi wool. a 

trade transaction in a raw material can be hedged against a specula- 
tive deal in the same material, as in the example crited earlier, where 
a grain dealer protected himself against a possible fall in the price of 
his stock of wheat by selling wheat futures in the produce cxcliauge. 
Otlier examples of this would be the hedging of corn against corn, 
rye again.st rye, or t oiion against cotton. It is also possible to hedge 
one commodity against a less c losely related commodity, as, for in- 
stance, lard against cottonseed oil. Since these two c emnnodities are to 
a considerable extent substitutes for each other, tlieir pric:es may l>e 
expected to move upward or downward together; and trade transac- 
tions in the one can be Halanced by futures deals in the other. 
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For a hedge to furnish perfect protection, it is essential that the two 
commodities vary in price in exact correspondence. If, for instance, 
the price of cotton goods varied independently of the price of raw 
cotton, a hedging deal between the two might not insure the dealer 
against loss from price fluctuations in one or the other. Of course two 
such commodities will vary independently of each other to some ex- 
tent, but, in general, there is a close enough correspondence to make 
the protection afforded by hedging a fairly good one. 

The Risk Reduction and Discounting Functions of Speculation. — 
Most economists hold the theory that dealing in futures and hedging, 
through the machinery of the produce exchanges, reduces the total 
risk in industry by transferring the burden of such risks from business 
men in general to a particular class of speculators who are specialists 
in risk-bearing. We have seen that intelligent speculation stabilizes 
prices and lessens uncertainty of market conditions. It is believed that 
professional speculators, with their facilities for obtaining informa- 
tion about conditions likely to affect the market, and with the judg- 
ment which is the fruit of experience, are more likely to speculate 
intelligently than are business men in general. Therefore, it is argued 
that the machinery of the produce exchanges, and speculators as a 
class, are useful adjuncts of industrial life. This is probably true of 
many speculators, and perhaps true of the machinery of speculation 
as a whole. It must not be forgotten, however, that produce exchanges 
enable many novices to take a plunge on the market, with evil results; 
we shall sec, also, that some of the activities of professional speculators 
are of dubious value. 

Some writers have laid considerable stress on what they call the 
discounting of price changes as a useful function of the speculative 
markets. By discounting they mean the anticipation, a considerable 
period in advance, of forces tending to cause a change in prices. For 
instance, it is said that if next season’s cotton crop is going to be small, 
causing scarcity and high price of cotton, the best informed speculators 
will know this a long time ahead, and will begin to buy up cotton to 
hold it for the rise. This buying will cause prices to start upward 
slightly, and they will continue to rise gradually, so that when the 
shortage of cotton is actually upon the community, the price will not 
shoot precipitously upward, but will already have accommodated itself 
to the situation. In this way business men are protected from sharp 
fluctuations in prices. This emphasis on discounting is merely another 
way of explaining the general stabilizing effect of speculation on the 
supply and price of a commodity that has already been described. 

Speculation in Stocks. — Speculation in the stocks and bonds of 
corporations, particularly stocks, is even more prevalent, and is much 
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more in the public eye, than speculation in produce. As the earnings 
of a corporation rise and fall, ownership of its securities becomes more 
or less desirable, and their market prices fluctuate accordingly. In this 
fluctuation there is abundant opportunity for speculation. Sometimes 
the prices of stocks will change very rapidly, and fortunes can be made 
or lost in a few days by those who speculate in them. In order to facili- 
tate dealings in securities, stock exchanges, very similar to the produce 
exchanges already described, have come into existence. Of these the 
New York exchange is by far the largest and most important. Only 
members may trade in the exchanges, and as membership is limited, 
it is highly prized in the more important exchanges, “seats” on the 
exchanges being bought and sold for large sums of money. Only ap- 
proved securities of corporations already well established are ad- 
mitted to transactions on the exchaxige; new enterprises and older 
ones of doubtful standing must find a market for their issues else- 
where, either through investment bankers and brokers or by direct 
appeal to the public. Some exchanges are less conservative than others. 
For instance, the New York Curb Exchange lists securities which are 
not accepted by the New York Stock Exchange. As in the case of 
produce, the buying and selling of securities is frequently handled by 
agents or brokers who utilize their membership in the exchange to 
make purchases or sales of stocks or bonds for their clients. For this 
service they charge a small commission. Speculation in securities is 
very active, and is facilitated by the financial news printed in news- 
papers and special news services, by the publicity of accounts re- 
quired of corporations whose securities are listed on the exchanges, 
and by the elaborate system of telegraphic communication which has 
been developed, by which transactions in the exchanges and impor- 
tant bits of business news (as well as gossip) are quickly made known 
in brokers’ offices throughout the country. It is not necessary here to 
enter into a detailed discussion of the nature of stock transactions or 
of the machinery for carrying them on; we are interested primarily in 
their functions and social significance. 

Corporate securities are not like such commodities as cotton or 
wheat, which are produced in seasonal supplies of iinc<:|ual volume 
which must bespread out more smoothly for tlieir efficient utilization. 
Stock speculation does not, therefore, have the stabilizing function 
on supply which speculation in produce has. Nor docs it provide facili- 
ties for the shifting of business risks to specialists by hedging and deal- 
ing in futures to the same extent as speculation in produce does, al- 
though there is some hedging of one type of security against another. 

Xwo other useful social functions are claimed for it, however. Xhe 
existence of an organized market, where securities can readily be 
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turned into cash, is undoubtedly an encouragement and guide to in- 
vestors. Persons would hesitate to invest their savings permanently in 
industrial capital if there were no assurance that they could withdraw 
them and use them in other ways if they so desired. The stock ex- 
change enables them to do this, and it indicates also which securities 
are likely to prove the most sound investments- There are always 
speculators who stand ready to buy securities, and a variation of a few 
points in the prevailing price will bring out more buyers or more 
sellers who are willing to take a chance on a well-known stock or bond. 
Hence, the salability of listed securities is assured, and investment 
in them thereby attracted. The various brokers and bankers who deal 
in securities also maintain a market for the stocks and bonds not listed 
on the exchanges. This market is less well organized and the salability 
of such securities at favorable prices is not so certain, but to a con- 
siderable degree it performs the same function as the exchanges. 

Another function claimed for the stock market is that of discounting 
changes in general business conditions or in the condition of indi- 
vidual enterprises, in much the same way that the produce exchanges 
discount changes in the demand or supply of produce. That is, it is 
said that such changes become known to “insiders” and speculators 
generally before they take place; speculators then seek to take ad- 
vantage of their knowledge by buying or selling the securities likely 
to be affected favorably or adversely by the expected change. This 
buying and selling raises or lowers the price of the securities. When 
the event takes place, the price of the securities has already been ad- 
justed to it, and the sudden change in their value which would other- 
wise occur is by this discounting prevented. To some extent this dis- 
counting makes it possible, by watching the trend of stock prices, to 
anticipate certain changes in business. This principle is utilized by 
the various agencies now engaged in business forecasting. The dis- 
counting is also of use to bankers and business men in their lending 
and borrowing operations, which are an important phase of business 
activities. Borrowers frequently pledge stocks or bonds to lenders as 
security for repayment of their loans. If these securities were subject 
to sudden large fluctuations in price, lenders would be liable to losses 
from which they are now protected. The daily quotations of the 
prices of securities listed on the stock exchanges enable banks to know 
at all times just how well protected their loans are; hence they prefer 
listed securities. 

Against these advantages of the stock exchanges, however, must be 
set certain useless and wasteful features of their activity. There is 
much dabbling in stock speculation by ill-informed outsiders, which 
interferes with the proper functioning of the exchanges. There is 
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downright gambling, in the form of betting on changes in the prices 
of stocks. Sometimes, too, there is manipulation of securities on t!ie 
part of powerful interests who can buy or sell enough sliares of cer- 
tain stocks to raise or depress their prices for purposes of their own. 
Such manipulation deliberately creates price fluctuations \vhich would 
not otherwise exist, and this must be offset ^%ainst the stabilizing effec t 
of more legitimate dealing. Because of tliese features, some of the 
activities of stock exchanges must be classed as unproductive. 

In order to stop some of the more flagrant abuses of the speculative 
markets, the federal government in this country now has regulative 
machinery to supervise their activities. XliLs consists of the Ck>m- 
modity Exchange Commission, to regulate the produce exchanges, 
and the Securities and Exchange Commission, to exercise control 
over stock exchanges and dealers in securities. While these agencies 
are doing good work, they can hardly f>e expected to .stamp out all of 
the undesirable practices which crop into speculative dealings. 

Speculation in Land. — The speculator in produce and securities 
depends for his gains on price changes over a relatively slmrt period. 
Land speculators must make large, permanent investments and may 
wait a long time for their profit. In a growing country the increase in 
population tends gradually to raise land values: fieme tfiere is an 
almost certain gain and very little risk of loss involved in land own- 
ership. Land in some localities may decline in value, but this is the 
exception and not the rule. The speculator iiiust take a risk as to the 
rapidity of the rise, however, and there is always the diance that busi- 
ness development will not take the direction lie anticipates II die land 
does not increase in value fast enough, the gaiii.s may not be sidli( lent 
to pay interest on the investment during tlic jieriod of waiting; but 
if, as is usually the case, the land is put to some productive use in the 
meantime, it can be made to pay the interest while the process ot 
value accretion is going 011. Land in and near fast-growing cities rises 
rapidly to fabulous values, and many great fortunes have fieen budi up 
by the lucky owners of building sites in the heart of New Yoik. Phila- 
delphia. Chicago, and other industrial centers. Owners 4>1 farm lands 
and sites used for other purposes fre(|ueiuly carry on theii enierpi iscs 
for years at very moderate returns, depending on the rising value of 
their land to bring them more substantial profits. Land speculation is 
thus frequently associated with ordinary business undei takings. 

Economists have usually regarded the land speculator as perform- 
ing no socially advantageous function. He does not create the values 
by which he benefits, and his merely liolding land does not produte 
any utility for others. Moreover, wfiere he keeps land in idleness lor 
speculative purposes, he is withdrawing from production a resource 
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that otherwise might be improved and productively employed. It has 
been said in his defense, that if the land is not being used now because 
the improvements which would have to be made on it for such use 
would interfere with a more valuable use in the future, it is to the ad- 
vantage of the community that it should be held for this more valuable 
purpose. The argument is weak, however, for it is seldom that the pro- 
ductive use of land now would interfere with its still more productive 
employment later. For the reasons which have been set forth, there- 
fore, we rhust regard speculation in land as being very different in its 
nature and functions from the other types of speculation which have 
been described. 

Speculation and Arbitrage. — Speculation is so often associated 
with arbitrage that they are sometimes thought of as different phases 
of the same thing. There is, however, an essential difference between 
them. Speculation consists in buying at one time and selling at an- 
other, to take advantage of changes in prices in the interval; while 
arbitrage consists in buying and selling the same commodity at the 
same time, but in two different markets, to take advantage of differ- 
ences in the price of the commodity in the two places at the same in- 
stant. The first helps to stabilize supplies of a commodity over a period 
of time, thereby creating time utility, and to stabilize prices, thereby 
reducing risks; the second helps to equalize the supplies of a com- 
modity (relative to the demands for it) in different places, and thereby 
creates place utility. Both operations are greatly facilitated by the 
existence of organized produce and stock exchanges, and traders on 
these exchanges engage in both sorts of transactions. In fact, both op- 
erations may be involved in a single deal. Suppose, tor instance, that 
the price of September wheat (in July) is higher in Boston than in 
New York. A trader could then make a profit by buying wheat for 
September delivery in New York and selling for delivery at the same 
time in Boston (provided the difference in price would more than 
cover transportation costs). Here both the time and place element is 
involved. It is both a speculative and an arbitrage transaction. 

Oambling. — .At first thought it may seem that insurance and specu- 
lation are simply forms of gambling. When a company insures a house 
against fire, is it not making a bet with the owner that the house will 
not burn? When a speculator buys wheat on a futures contract, is he 
not making a bet with the seller that the wheat will rise or fall in price, 
as the case may be? While there is this superficial resemblance, gam- 
bling differs from these two types of transaction both in its nature and 
in its social consequences. When two gamblers make a bet, what the 
one gains the other must lose. There is thus a transfer of wealth which 
is of no benefit to society, for it leaves it no richer than before. More- 
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over, by leading the gamblers to seek this apparently easy way of in- 
creasing their prosperity, it withdraws them from productive em- 
ployment, thereby reducing the social income. Xhe gamblers give up a 
certainty — their present wealth — for an uncertainty — the possibility 
of gain or loss. A new, avoidable risk is deliberately created. While 
there may be some exhilaration and enjoyment in this taking ol a 
chance, the evils probably far outweigh this doubtful benefit. 

Insurance is very different. Here there is a transfer of an unavoid- 
able risk to a specialist, who, by consolidating a large number of risks, 
reduces the uncertainty to a practical certainty. For an unknown pos- 
sible loss there is substituted a definite small cost. Xhere is a transfer 
of wealth as in the case of gambling, to be sure; but it is accompanied 
by a reduction of uncertainty which facilitates the conduct of busi- 
ness and is a service to society. Some kinds of insurance do look like 
gambling, on the surface. Wlien a firm like Lloyd’s insures the pro- 
moters of a fair against loss from wet weather, or guarantees that a 
coronation will take place as scheduled, there is no way of calculating 
the exact hazard involved, so that the transaction looks very much like 
a wager, between the company and the insured. Even in these cases, 
however, the risks are scattered in so many different directions that 
the losses in one will pretty surely be offset by the gains in another. 
Hence, the principle of pooling is applicable, after all. 

Speculation, again, differs from gambling in its social consequences. 
A hedging contract makes possible the transfer of a business risk from 
an ordinary manufacturer, who is not well able to bear it, to a special- 
ist, the speculator, who, by virtue of his specialization, is in a l^etter 
position to do so. This not only facilitates the conduct of business, but 
it actually reduces the degree of uncertainty in industry as a whole, 
if speculators’ expectations and actions are based on superior knowl- 
edge. But there are also types of speculation wliich are little more 
than gambling. When two speculators are dealing with each other, 
one selling in anticipation of a fall, the other buying in anticipation 
of a rise, the transaction is practically a bet between them as to the 
probable trend of the market. It merely transfers wealth from one to 
the other without performing any social service, except that it may 
be regarded as a necessary adjunct and incentive to the more beneficial 
activities of speculators. Dabblers in the markets, whose transactions 
are based on no sound knowledge of the commodities they deal in, 
and who perform no business service, are certainly to be < lassed as 
gamblers. Stock speculation is much in the nature of gambling; but 
it does perform indirectly the useful services that have been referred 
to. Bucket shops, where a mere pretense of stock selling and buying 
goes on, no securities actually being exchanged, are merely betting 
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establishments. Their business is not properly to be dignified by the 
term speculation, but is gambling pure and simple. Such establish- 
ments are unlawful. 


Summary 

Our study in this chapter has shown that risks of many kinds are 
very prevalent in industry. In the first instance these risks fall in part 
upon enterprisers, because of their responsible position as directors of 
business operations. They also fall partly upon capitalists, and in part 
upon laborers. These individuals may deal with the risks in one of 
three general ways: (1) eliminating them by research and prevention; 
(2) transferring them to specialists by insurance, hedging, contracting 
out, or similar means; (3) assuming them themselves. In the long run, 
all non-preven table risks must be assumed by somebody. 

In insurance, it is possible to substitute a small certain loss for a 
large uncertain one, if a large enough number of risks can be con- 
solidated to permit the accurate computation of average losses. Thus 
an insurance company can guarantee, the losses of its policy-holders 
without danger and make a profit at the business. Many forms of 
property, personal, and social insurance have been developed to meet 
a wide variety of risks. Guaranty and suretyship differ from insurance 
in that, instead of ascertaining a certain loss by pooling a large num- 
ber of risks, the surety company assures itself by careful research that 
little risk exists before granting a policy. 

Speculation in produce stabilizes the supply of commodities over 
periods of time, and reduces business risks by also stabilizing the price. 
Moreover, by means of hedging contracts, associated with dealings in 
futures in the well-organized produce exchanges, business men are 
able to transfer their risks in part to professional speculators. By hedg- 
ing is meant making a purchase in the trade market coincidental with 
a sale in the futures market, so that a gain or loss on the one transac- 
tion is offset by the other. In this way speculation provides protection 
from losses due to market changes, much as insurance provides pro- 
tection from other losses. It is claimed also that, since professional 
speculators are better informed concerning market conditions than 
is the average business man, the concentration of market risks in their 
hands actually reduces them, to the advantage of society. Speculation 
in stocks and bonds is very similar to speculation in produce, but 
there is no dealing in futures; hence its functions are different. There 
is no stabilizing effect on supply, but the market for securities which 
stock exchanges furnish promotes investment, and it is claimed the 
discounting function of the stock market smooths the fluctuations in 
the prices of securities, facilitates business forecasting, and reduces 
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the risks of bankers in making loans on collateral. In this country both 
commodity and stock exchanges are now regulated by the federal 
government. Land speculation is different from either of the other 
types in that the general trend of values is usually upward, but reciuires 
a large investment and long waiting for gains. It is not usually re- 
garded as performing any service to the community, the activities of 
land speculators being classed as unproductive. 

Gambling differs from insurance and speculation in that it merely 
transfers wealth from one person to another without either the reduc- 
tion of uncertainty or the social advantages of the latter two types of 
activity. There are forms of both insurance and speculation, how- 
ever, which virtually amount to gambling, or near it. 
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Chapter VIII 


THE MONETARY SYSTEM 


A. The Nature and Kinds of Money 

The Functions of Money. — Under simple economic conditions, 
such as those which prevailed in the early American colonies, the in- 
terchange of products was accomplished largely by barter. The colo- 
nial trapper used to bring his furs to the trading post, where he ex- 
changed them directly for the foodstuffs, clothing, and ammunition 
which he needed. As industry grew more complex, it became increas- 
ingly difficult to carry on the operations of exchange in this way. A 
barter system would be quite impossible today. How impossible it 
would be for a manufacturer of pins or toothpicks to trade his 
products directly for radios, automobiles, ocean voyages, and the vari- 
ous other goods which he uses in his daily life! Imagine a United States 
Steel Corporation which had to trade directly every steel rail, every 
coil of wire, every girder, for the various commodities needed by its 
stockholders! It has, therefore, been found convenient to accept some 
one thing as a medium of excliange. That which is used for this purpose 
is called money. Money may be defined, therefore, as any generally ac- 
cepted thing ivhich serves as a medium of exchange. 

This definition indicates that it is the primary function of money 
to act as a medium of exchange. In this capacity, it aids immensel> the 
operations of commerce. Our manufacturer of pins, who wants po- 
tatoes, radios, and pleasure trips, would find it awkward to trade his 
pins directly for these articles; but when he sells the pins for money, 
and witli the money purchases the things lie wants, the transactions 
are easy enougli. 

Money also serves as a unit of account by which to compare the 
values of the goods that enter into trade. This is needed in order to 
know how many eggs to exchange for a sack of (lour, or how many 
pairs of shoes for a radio. When a common medium of exchange has 
been adopted, either by law or by general consent, it is possible to ex- 
press the value of every good in terms of it. When the value of 
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a good is thus expressed in terms of money, it is called a price. For 
instance, in the United States we have the dollar as our monetary 
unit. With such a unit the value of any good can be expressed in 
general terms, so that it can instantly be compared with any other 
good. Thus it is possible for the producer of eggs, or of shoes, to cal- 
culate his income in terms of general purchasing power, and so figure 
the amount of all other goods which he can obtain in exchange for 
his own product. 

Money, then, has two primary functions — to serve as a medium of 
exchange^ and as a measiire of values. 'Ihvo additional functions are 
sometimes stated. Money is used as a standard of deferred payments, 
in terms of which debts may be paid in the future. If one lends to 
another a thousand dollars today, these dollars constitute a unit for 
reckoning the amount to be repaid some time hence. Similarly, if an 
automobile is purchased, to be paid for in installments, the agreement 
of sale indicates, in terms of money, the amount to be paid in each 
succeeding month. Money is also used as a store of purchasing poiuer. 
One may save a sum of money, to be used sometime in the future. 
This may take the form of a hoard (such as paper money stored in a 
safe deposit box) or of a deposit in one’s bank. These last uvo func- 
tions of money are closely allied to its function as a measure of values, 
and may be regarded as a special case of the latter. Hence, they are 
secondary to the two primary functions mentioned above. 

Commodity Money and Nominal Money. — The thing which is 
used as money may be some commodity which is so generally desired 
by the members of the community that they are glad to receive it in 
exchange for other goods. Examples of this are numerous. Pastoral 
folk frequently use cattle or sheep as money. Instances of exchanges 
made in terms of so many head of sheep are mentioned in the Bible. 
At one time the Romans used iron; Copper and bronze were much 
employed in former days. In modern times, however, the precious met- 
als — gold and silver, especially the former — have been most widely 
used. Their general adoption was due mainly to their durability, 
their malleability (which made it easy to stamp them into coins), and 
their great value. 

However, it is not necessary for money to consist of a commodity. 
It may be a merely nominal unit of account, which lias no value apart 
from its monetary use. .A. British economist ^ cites the case of the island 
of Uap, whose savage inhabitants kept account of their wealth by mak- 
ing identifying marks on certain large, immovable rocks found there. 
Large sums were transferred from one islander to another by the 

1 D. H. Robertson, in Money (revised edition, 1929), p. 159, 
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simple process of shifting ownership of these rocks, indicated by 
changing the markings. Certain African tribes use a conventionalized 
type of throwing knife as their medium of exchange. The knives are 
made especially for monetary purposes, and are not suitable for cut- 
ting or throwing. The American Indians used wampum, consisting 
of strings or bands of beads, arranged in intricate patterns- The fact 
that beads were also used for ornamentation (though not in the form 
of wampum) may be said to give this money something of a commodity 
character, but it was largely nominal. Among modern peoples, paper 
money is much employed. Where (as is frequently the case) this pa- 
per is a form of promissory note, issued by banks or the government, 
entitling the holder to receive gold or silver in exchange for it, the 
money still retains a commodity basis; but situations sometimes arise 
in which the paper is not redeemable in metallic money, yet it con- 
tinues to be used as the medium of exchange. In such cases it is 
nominal. 

The distinction between commodity and nominal currencies has 
led to two opposing theories concerning the fundamental nature of 
money. The first of these, which may be called the commodity theory, 
holds that money originates in the frequent employment of some com- 
modity which is well suited to be a medium of exchange, and that the 
money derives its value from that of the commodity on which it is 
based. Some support for this theory is to be found in the fact that 
until recently most monetary systems were based on gold or silver, 
other forms of money, such as paper, being redeemable therein. The 
second view, which may be called the nominalist theory, holds that 
money originates in the adoption of a certain medium of exchange 
either by the authority of the state, or by general business usage. 
Money is thus a mere claim, or sort of ticket, which derives its validity 
from the fact that custom and law have sanctioned its use. Its value is 
measured by what it will buy, and depends on the amount of it in 
relation to the goods for which it is exchanged. - 

Historically, modern monetary systems appear to have begun on a 
commodity basis, but to be evolving towards a nominal currency. At 
the time of the Industrial Revolution, gold and silver money came 
into general use because those metals were a universally desired com- 
modity that proved very suitable for monetary purposes. Gradually, 
however, there was increased use of paper money, and, in still more 
recent times, of checks drawn against bank deposits. We shall see 
that the connection between these last two forms of money and the 
gold and silver on which they are supposed to be based is growing 

2 See the further discussion of the value of money in Chapter X. 
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more and more tenuous, so tliat the time may not be far distant when 
commodity money will disappear entirely, and only nominal money 
remain. 

Coinage. — When metals first came into use as money they were 
handled in bulk, and weighed out by the pennyweight, ounce, or 
other unit, as the occasion demanded. During the days of the gold 
rush in California the precious dust was carried about in bags, and 
payments were made with it by weight. Such a method is inconvenient, 
however, for it allows uncertainty as to the accuracy of the scales, or 
the purity of the metal, and it permits opportunity for deception. 
The use of stamped coins is much more satisfactory; hence it early 
became established. Where coinage is left in the hands ol private 
parties or of governmental bodies which abuse their power, how- 
ever, there is still the possibility ol short-weight pieces or impure 
metals. For instance, in C'.hina coins used to he issued by many differ- 
ent authorities, much variety in kind and (|uality ol the money existed, 
and the situation was very confusing. It ha.s become cu.stomary, there- 
fore, for national governments to assume a monopoly of coinage, pro- 
hibiting it entirely on the part of any other party. This makes possible 
the issuing of uniform, easily recognized, stamped coins, of guaranteed 
weight and fineness. The milled edge and stamped surface |>revent 
chipping or “sweating” the pieces, and provide easy detection of worn 
or light money. Thus a satisfactory, generally accepted medium of 
exchange is provided. 

Free coinage is said to exist when anyone who has a quantity ol tlie 
standard money metal may bring it to the goverunicnt mint and liave 
it converted into coin (or exchanged for paper certificates, redeemable 
in metal, which may circulate in place of coin). This is ecjuivalent to 
purchase, by the government, of all the standard metal offered to it, 
at a fixed pricre, known as the mint price, determined by the weight of 
metal in the standard monetary unit. In the United States, the standard 
dollar consists of i5%i grains of gold nine tenths fine (containing, 
therefore i.g.7 grains of pure gold). Tfiis weight is of an ounce; 
hence $,^5 can be made from each ounce of gold. The mint price of 
gold in this country is, therefore, $35 an ounce. Prior to iq.gi there 
was free and unlimited coinage of gold in the United States, but in 
that year this policy was somewhat modified. Now only Hcensc'd per- 
sons may bring gold to tlie mints, and they rec eive in exchange for it 
neither gold coin nor gold certificates, but other lorms of paper 
money, whicli will presently be explained. 

Sometimes governments make a charge for coining metal. Where 
the charge is large enough to cover more than the cost of the coining 
operation, so that it brings a profit to the government, it is called a 
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seigniorage. In former times seigniorage used to be a considerable 
source of revenue to princes and others who had the privilege of coin- 
ing money. Today a large seigniorage is not often charged. Frequently, 
however, a small fee is exacted, sufficient to cover the cost of turning 
the metal into coin. This is known as a brassage fee. In other coun- 
tries, no fee at all is charged; coinage is then said to be gratuitous. The 
United States government makes a charge for assaying and refining 
metal brought to the mints, and also a small brassage fee for exchang- 
ing money for gold or vice versa. There is a large seigniorage in the 
case of silver. 

We now see one way in which money gets into circulation. Various 
individuals come into possession of gold or silver. They may be the 
proprietors of mines, who have the precious metal as the product of 
their business; or, they may be exporters or bankers, who have re- 
ceived it from abroad in payment for debts owed to them. They sell 
it to the government and receive newly issued gold or silver coin, or 
other forms of money, in exchange for it. They spend the money so 
received, and it thereby passes into general circulation. Governments 
may also initiate the circulation of money in other ways, by the pur- 
chase and coinage of silver or other monetary metals, or by the simple 
process of printing and spending paper notes, as we shall see. In the 
next chapter, it will be shown that banks likewise play an important 
part in the issuing of certain kinds of money. 

Subsidiary Coinage. — To facilitate exchanges involving small 
sums, a system of petty currency is needed. Gold is so valuable that 
gold coins of small denominations are too tiny to be practicable. Paper 
money in small sums is likewise inconvenient, although it has some- 
times been used. Ordinarily, however, coins of silver, copper, or 
bronze are provided for this purpose. These coins are generally over- 
valued, in the sense that the metal they contain is not worth, as metal, 
the face value represented by the coin. A silver half dollar does not 
contain fifty cents’ worth of silver; the copper in a cent is not worth 
one hundredth of a dollar. Yet these coins circulate readily at their 
face value. They are accepted, firstly, because they are useful, and, as 
the government has a monopoly of coinage, no other token money is 
available. Secondly, the government will usually replace them with 
money of larger denominations if presented to it for redemption. In 
this country, the government will redeem subsidiary coins if offered 
in amounts of twenty dollars or multiples thereof. A fund is Frequently 
maintained for this purpose. The redeemability of the coins, and the 
fact that they are limited in quantity to the amounts actually needed 
for petty transactions, are the principal reasons for their circulation at 
their face value. 
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Convertible Paper Money. — It has been pointed out that the use 
of paper substitutes for metallic money has become widespread in re- 
cent times. This paper money may be divided into two general classes: 
convertible and inconvertible. We shall consider tlie foi'mer first. 

By convertible papei money is meant paper that is redeemable in 
specie (i.e., metallic money) if the holder so desires. This kind of 
money may be issued by a government, or by banks. Its convertibility 
is maintained by providing a specie reserve for the purpose of redeem- 
ing the bills. Convertible money may be issued because of its con- 
venience, or as a source of profit. How it achieves these effects will be 
made clear by a consideration of some of the different kinds of it 
. which are to be found. 

The gold and silver certificates of tlie United States are a type of 
paper money issued because of their great convenience. Gold and 
silver money is heavy and bulky to carry about. It is subject to wear, 
so that it becomes light in weight. Our government, therefore, issues 
certificates in the form of paper which circulate instead of the coins 
themselves, the actual gold or silver which they represent being kept 
in the national treasury in the form of bullion (i. e., stamped bars) or 
coin. The certificate states on its fac e: “This certifies that there have 
been deposited in the treasury of the United States of America ten 
dollars (or whatever the sum may be) in gold (or silver) coin, payable 
to the bearer on demand.” ^ 

Somewhat different are government notes. These arc promises to 
pay on the part of tlie government, against which a redemption fund 
in coin or Ijullion is maintained, but it need not be to the full amount 
ol the notes outstanding. The government relies upon the fact that 
so long as it is generally known that the notes are convertible, people 
will accept them freely at their face value, and will not often present 
them for payment. Since only a few are likely to be presented at a 
time, it needs only to hold a substantial sum in reserve to meet calls 
upon it when they arise. When the notes are presented for payment 
they can be reissued, and thus remain in circulation in undiminished 
volume. Tlie issuing of notes of this kind is a source of profit to the 
government that makes use. of them. It obtains the full purchasing 
power repiesented by the notes, and has to deposit only a portion of 
this amount as security. The difference between these two sums is a 
sort of loan it obtains free of interest, and without any cost other than 
that ol engraving and printing the notes. Our government has had 
nearly $^^50,000,0000! such notes (known as Llnited States Notes) out- 

8 Since the financial crisis of 1933 gold certificates have not been perniitietl 10 cir- 
culate generally, being held exclusively by Federal Reserve Banks, and they have be(‘n 
recieemahle in gold only under certain restrictions. Silver certificates are still in general 
circulation. 
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standing since shortly after the Civil War. Against them it retains a 
redemption fund of about $150,000,000 in specie. 

Banks issue bank notes in much the same manner. One of the chief 
purposes for which a bank exists is to lend money. Tf it can print its 
own notes, and get people to accept them as money, it can earn interest 
on the notes so loaned, and thereby derive profit. If people have con- 
fidence in the integrity of the bank, these notes will circulate freely 
like other money. In most countries the issuing o£ bank notes is reg- 
ulated by law and the banks maintain a reserve of cash with which to 
redeem the notes when presented for payment; thus their security is 
amply provided for. Where not regulated by law, banks can abuse the 
privilege of issuing notes, flooding the country with worthless paper 
currency, as we found out by bitter experience in this country in the 
days of “wildcat” state banks. Where there are legal safeguards govern- 
ing bank note issues, and ample security is required in the shape of 
cash reserves and other backing, the holders are protected against loss 
of the money represented by the notes, and they circulate freely. We 
shall learn more about them in the following chapter. 

Inconvertible Paper Money. — Suppose a government is in need of 
funds which it cannot raise conveniently either by taxation or by the 
issuing of bonds. In time of war, for instance, it may become necessary 
to strain every available financial resource in order to secure means 
with which to purchase munitions and supplies. Under these circum- 
stances governments frequently resort to the printing of paper money, 
which supplies them with the needed purchasing power. Such money 
is usually a kind of promissory note, pledging the credit of the nation 
to the payment of the sum specified on its face. Because of the circum- 
stances under which the notes are issued, however, th^ government is 
not prepared to redeem them immediately. It may have the intention 
of exchanging them for specie at some time in the future, when its 
financial resources are stronger, but frequently they are never re- 
deemed at all. Siich money is called incoiwertible money. 

Inconvertible paper money is accepted by the people, and circulates 
readily in all kinds of business transactions, partly because the govern- 
ment makes it full legal tender, which means that creditors must ac- 
cept it in payment for debts. It is, therefore, a kind of forced loan 
imposed upon the people. The holders of this paper are really cred- 
itors of the government; in accepting it they are making the govern- 
ment a loan, but they have no choice in the matter. Because it thus 
circulates by command, or fiat, of the state, it is often called fiat money. 
Furthermore, the people may have confidence in their government, 
and believe that the promise to redeem the notes in specie will eventu- 
ally be carried out. However, if the notes have been issued in enor- 
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mous amounts, as they sometimes are, it is apparent that they can 
never be redeemed; yet they continue to circulate. Indeed, there are 
cases where the paper no longer has even the form of a promise to pay 
specie, but is put‘out merely as a ticket, representing a certain number 
of units of currency. TThese cases reveal that the basic reason for the 
acceptance of paper money lies in the need for some kind of medium 
of exchange, and in the established habit of using paper, perhaps of the 
convertible kind, in the past. They are an instance of a purely nominal 
currency. 

Bank Deposit Money. — In England during the seventeenth cen- 
tury, when gold and silver were much more used in actual monetary 
circulation than they now are, people of means had considerable stocks 
of monetary gold to take care of. Since the goldsmiths of that period 
had facilities for storage of the precious metals, many such people en- 
trusted their gold to them for its protection, accepting a receipt as 
evidence that they had a certain amount of the metal on deposit. It 
then became the practice to make payments to others by writing out 
orders on the goldsmiths for the transfer to the payees of a certain 
amount of the gold so deposited. In many cases, the payees were con- 
tent to leave the gold in the safe-keeping of the goldsmiths, transfer- 
ring ownership thereof to other payees, by giving the latter, in turn, 
orders on the goldsmiths for payment. So, the gold lay safely in storage, 
while written orders for payment circulated in its stead. In the growth 
of this practice, an important step was taken away from a commodity 
money and towards a nominal one. 

At first, the business of receiving gold deposits and transferring 
title thereto was merely a sideline to the goldsmiths’ trade; but in time 
it became so important that special institutions were established to 
handle it. In this way banks of deposit came into existence. The or- 
ders, transferring title to deposits of gold, developed into bank checks. 
Today, the use of such checks has grown to the point where they ex- 
ceed in importance all other forms of money. It is estimated that in the 
United States this means of payment is used in fully nine-tenths of all 
exchange transactions, instead of using specie or paper money. As a 
result, the banks have come to play a unique and significant role in 
our economy which merits very careful analysis. We shall make it the 
subject of a separate chapter, immediately following the present one. 

It is convenient to have a terminology by ivhich bank deposits can 
be distinguished from other kinds of money. For this purpose, we 
shall use the term cash to denote metallic and paper money, deposit 
money to denote bank deposits against which checks can be drawn. 

The Distribution of Monetary Metals. — The purchasing pmver, 
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or value, of money, is reflected in the prices of goods. When the supply 
of money increases, relatively to the goods for which it is to be ex- 
changed, prices go up, because people in general have more money to 
offer for the things they purchase. Hence, each dollar (or other unit of 
money) will buy less than before — its value has decreased. Conversely, 
if the supply of money decreases in relation to goods, its value will 
rise, and prices will fall. 

Now, when a commodity like gold is used as money, it has value as 
a commodity as well as in its monetary use. These two values may 
differ, temporarily. For instance, suppose that the output of gold is 
increasing, and that, for some reason, nearly all of this gold is going 
into monetary use, relatively little of it going into the jewelry indus- 
try. The increase in money will cause prices generally to rise, and the 
price of gold jewelry will go up correspondingly. Gold as money will 
then be falling in value, while gold used in jewelry will be getting 
more valuable, so that a profit can be made by turning monetary gold 
into jewelry. In this situation, some gold will be withdrawn from the 
monetary system and put into manufacturing. The supply of money 
will then decrease, causing prices to fall and the value of gold as money 
to rise. At the same time the supply of jewelry will increase, causing its 
price to fall until the value of gold in the two uses is equal. We may 
conclude that the supply of a commodity used as money tends to be 
distributed between its monetary and its commodity uses in such a 
way as to bring its value in both to equality. 

Something similar takes place when the same commodity is used as 
money in more than one country. It will be recalled that gold has been 
so used throughout a large part of the world, and silver in a number of 
countries. Now the value of gold or silver, as reflected in the general 
levels of prices in two countries having a common monetary basis, may 
differ, temporarily. For instance, prices might be relatively higher in 
Great Britain than in the United States. Gold, when converted into 
money, would then be more valuable in this country than in Great 
Britain. There would be a tendency, therefore, for gold to be with- 
drawn from the monetary circulation in Great Britain and to be 
brought into this country where it would buy more; that is, British 
people would buy American goods, because of our low prices. As the 
supply of money thus became scarcer in Great Britain and more plenti- 
ful in the United States, prices would fall over there and rise here, 
until monetary gold had the same purchasing power in both coun- 
tries. We may conclude that the supply of a monetary commodity 
tends to distribute itself among the various countries which use it as 
money in such a way as to bring its purchasing power in all of them to 
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equality. It follows that prices move up and down together in conn-' 
tries whose monetary basis is gold, and tfiere is a similar correspond- 
ence in the price movements of those countries whose monetary basis 
is silver. 

Gresham’s Law. — An important corollary, knoivn as Gresham’s 
law, follows from the principle just explained. Suppose tliat a great 
deal of paper money is issued in a country that has hitherto been using 
gold as money. Xhe increase in the supply of money occasioned by the 
issue of paper will cause prices to rise, and the purchasing power of 
money to fall. Xhis means that the value of gold, as money, will tall 
too; but its value in the arts (Le., for industrial uses, such as jewelry) 
and in other countries, will be no less than before. In such a situation, 
the paper money is said to be overvalued, because it is represented in 
the monetary system as being equal in value to gold (which it is not, 
in fact), and the gold money is said to be undervalued, because it is 
represented in the monetary system as being no more valuable than 
paper money (when, in fact, it is). Xhe paper money is also said to he 
“cheap” money, and the gold “dear” money, because the former can 
be issued very cheaply, but the latter depends on the costly process of 
obtaining gold. Now, under the circumstances given, people wiio 
have gold metal will not bring it to the mint for coinage, because they 
can get more money for it by selling it to industrial users, or by im- 
porting goods from abroad (where prices are lower) and selling them 
here (where prices are higher). Likewise, people who have gold coin, 
or who can get it in exchange for paper money (if the latter is con- 
vertible) will find it profitable to melt down the coin and sell it as 
metal to jewelers, or export it abroad. If the issue of paper is great 
enough in volume, this may go on until all the gold disappears from 
monetary use. 

Xhe same thing can happen when two different commodity moneys, 
such as gold and silver, are used side by side. Xhe two monetary units 
(e.g., the gold and the silver dollar) may have the same face value, but 
the values of the metals contained in them, in the market where they 
are used as metal or in other parts of the world, may differ. One of the 
coins will then be overvalued, the other undervalued. Xhe under- 
valued metal will tend to disappear from monetary use. since it will 
move toward that use where its value is greatest. Xhis will be made 
clearer in the discussion of bimetallism, below. 

Xhe principle just explained is c'alled Gresham’s law. because it 
was first enunciated by Sir Xhomas Gresliam, a British merchant of 
the sixteenth century. It may be formally stated as follows: overx/alited 
money tends to drive undervalued money out oj circiilalion. f)r, one 
may say, cheap money tends to drive dear money out of circulation. 
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B. Types of Monetary Systems 

Standard Money. — Where a number of different kinds of money — 
gold, silver, paper, and bank checks — are used simultaneously, a cha- 
otic situation is likely to develop, unless some provision is made to 
maintain parity between them. If the various moneys represent dif- 
ferent units of value, prices for the same commodity may differ accord- 
ing to the particular unit in terms of which they are expressed, and> 
like the bank tellers of China, one would have to be an expert in all 
the various kinds of currency in use in order to transact business satis- 
factorily. To avoid such confusion, most countries have adopted by 
law a definite unit to serve as the standard in terms of which payments 
are to be made. In the United States this standard is the gold dollar, 
defined as a certain weight of goldj and all prices and exchange trans- 
actions are expressed in terms of it. Similarly, Great Britain has the 
pound sterling, France the franc, Germany the mark, and so on. To 
ensure actual use of the standard by the people, the government main- 
tains a monopoly of, or strictly regulates, its issue, so that no rival 
medium of exchange can readily displace it. Furthermore, it is made 
full legal tender by the state, which means that payment of a debt 
in the standard money will be accepted as valid by the courts, so that 
the creditor must accept it. Custom also plays a part; when people once 
get accustomed to the use of a certain money unit, it comes to be taken 
by everyone, without much thought as to what it represents. 

The Automatic Gold Standard- — Prior to the first World War, 
most of the nations of advance economic development had adopted a 
gold monetary unit as their standard. All other kinds of money in each 
country were kept at par with this standard by an undertaking, on the 
part of the government and the banks, to exchange them for gold at 
their face value on demand. Furthermore, gold was permitted to flow 
into or out of the monetary system at the will of the holder, without 
any restriction from the government. This allowed free play for the 
operation of the principles above explained, by xvhich gold tends to 
distribute itself throughout the world in a manner that equalizes its 
value. Since all other forms of money were convertible into gold, the 
quantities of such moneys issued were somewhat limited by the 
amount of gold in each monetary system. Consequently, the whole 
monetary system was regulated by the movement of gold into and out 
of it. In all the gold standard countries, prices moved up and down 
together in rough correspondence. It is this automatic system that is 
commonly meant when the term gold standard is used. 

Two conditions are essential to the maintenance of the gold stand- 
ard in the sense of the self-regulating system just explained. The first 
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of these is that gold must be permitted to enter freely into monetary 
circulation. Anyone who holds gold must be permitted to bring it to 
the mint in unlimited quantities, and have it converted into coin, or 
receive in exc hange its equivalent in paper money. The second is the 
complete convertibility of all other forms of money. Holders of any 
kind of money must be able to obtain its face value in gold coin or bul- 
lion ^ and to remove this gold from the monetary system for other uses 
— for the arts, for exportation abroad, or for hoarding, as they desire. 
If these conditions prevail, the whole monetary system will be based 
upon gold, and the value of the money-unit will be equal to that of the 
gold in terms of which it is defined. This gives tlie currency something 
of a commodity basis, although the various other kinds of money 
erected thereon may be so much greater in cjuantity than the gold 
money that the connection may be, in fact, a rather tenuous one. 

Where several nations Iiave gold standard monetary systems, the 
movements of gold between them in payment for goods imported and 
exported have important repercussions which we shall need to con- 
sider when we come to the subject ol international trade. 

The Automatic Silver Standard. — A few nations of Asia and Latin 
America have based their monetary systems upon a standard silver 
unit, instead of gold. An automatic silver standard has identically the 
same characteristics as the gold standard, except that silver is used in 
place of gold- 

The Managed Gold Standard. — Since the first World War, gold 
has come to occupy a less important place in the world’s monetary sys- 
tems. In order to meet the huge expenditures necessary to carry on that 
conflict, the governments of the warring powers found it necessary to 
issue paper money in such quantities that it was not possible to redeem 
it in gold upon demand. Therefore, tlie second of tlie above conditions 
for the maintenance of a gold standard (convertibility of all other 
moneys into gold) could not be met, and the gold standard was sus- 
pended. The standard money then became, in fact, a nominal paper 
unit. 

Some of these countries afterwards returned to gold; but no nation 
in the world today (191 i) main tains a genuinely automatic gold stand- 
ard. They have considerable stocks of monetary gold, but the paper 
and bank deposit money which circulate cannot be redeemed in the 

4 A tlislinciion IS sometimes diann between a g,ol(t circulnlinn standard, in which 
othei kinds dl money are converiihlc* into i>;oId coin, which ciiculaics from hand lo 
hand, and a ii(dd huflion st/nidard, in which othei kinds cjI inonev cm be convetied 
onK into stamped bais. oi ingots, of gold of guaranteed weight and nneness, known 
a.s bullion. These bars contain several thousancl dollars worth of gold, so that money 
is conveitible onl> when presenteci in large sums. The gold fiullion system, nc\erihe- 
less, preserves the parity of money with gold and meets all the essential conditions for 
an automatic gold standaid. 
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yellow metal except under certain restrictions. The reason for these 
restrictions is that, under an automatic gold standard, fluctuations in 
the monetary circulation, with consequent repercussions on price 
movements, business activity, and the fiscal situation of a government, 
depend partly on what is going on in other gold standard countries. 
The political and economic conditions of many nations since the first 
World War have been so disturbed that each country has tried to iso- 
late itself from disturbances initiated elsewhere by making its mone- 
tary system less responsive to gold. In this country it is no longer 
legal to own gold; it must all be sold to the government. But the 
government will release gold under special license to those who- 
use it in the arts, or who need it to pay debts abroad. Thus, while 
our dollar is defined in terms of gold, and while there are huge re- 
serves of gold back of our monetary system, there is not free converti- 
bility of the currency, and our monetary system is not fully responsive 
to gold movements. It is a kind of “managed” gold standard. 

The Gold Exchange Standard. — In the period following the first 
World War, some countries, wishing to attain a virtual gold stand- 
ard monetary system, but desiring to avoid the expense of acquiring 
and maintaining large gold reserves, adopted a gold exchange stand- 
ard. This is an arrangement by which the government undertakes to 
redeem its money, not in gold, but in drafts upon some country which 
maintains a genuine gold standard. India, for instance, had such a 
standard for a number of years. The holder of Indian rupees could 
secure from the Indian government orders for payment in London 
(known as London drafts), where gold could be obtained for them. In 
order to maintain such a system, the government must have funds on 
deposit in the gold standard country against which it can draw. It can 
secure these in any of three ways. Firstly, it may borrow from banks 
in the gold standard country. Secondly, it may purchase, in its own 
financial markets, securities of that country. These it can sell in the 
gold standard country if need be, and deposit the proceeds. Finally, it 
can purchase, again in its own financial markets, drafts drawn upon 
the gold standard country arising out of exports. In the case of India, 
for instance, Indian merchants usually sell more goods in Great Brit- 
ain than they buy therefrom, so that they have excess claims upon 
British debtors, payable in I^ondon. These claims take the form of 
negotiable drafts, calling upon the debtors to make specified pay- 
ments. The Indian government buys enough of these claims to meet 
demands for English drafts by holders of its currency. Thus it appears 
that the monetary reserves of the gold exchange system consist partly 
of deposits abroad, and partly of foreign securities and drafts in the 
possession of the government. There may also be small gold reserves. 
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The effect of this system is to keep the currency of the country which 
adopts it on a par with gold, the same as if a genuine automatic gold 
standard prevailed. It makes the gold reserves of the gold standard 
countries, in effect, reserves for the gold exchange countries as well. 
This is not altogether an advantage to the former, for it places their 
specie reserves somewhat at the mercy of conditions in the satellite 
countries. 

Bimetallism. — At various times different countries have tried the 
experiment of having two standard moneys — gold and silver. This 
double standard monetary system is known as bimetallism. Bimetal-, 
lism is the free and nnlimited coinage of both gold and silver^ at a 
legally established ratio, xoith both made full legal tender. This means 
that anyone who has either gold or silver bullion may bring it to the 
mint in unlimited quantities and have it coined. These coins are both 
recognized as standard money, which will be recognized as legal by the 
courts, and must be accepted by creditors in payment for debts. 

Where bimetallism exists there must be established a definite ratio 
of value between the two metals when used for monetary purposes. 
The two metals, naturally, have different values. But if both are to 
be used as money it is desirable to have two standard coins which are 
interchangeable with each other. Thus if bimetallism existed in the 
LJnited States (which it does not), there would be a standard silver 
dollar and a standard gold dollar, both of which would be recognized 
as of equivalent value in payment for debts. The government must 
decide what weights of tlieir respective metals the two coins shall con- 
tain. In practice these weights should approximate tiic market value 
of the two metals as commodities. If gold is thirty times as valuable 
as silver, a silver dollar siiould contain thirty times as much silver as 
the gold dollar. The ratio thus established is known as the mint ratio. 
In the example we have chosen the mint ratio would I>c 30 to 1 . This 
means that the government recognizes the value of gold as being thirty 
times that of silver for monetary purposes, and governs the weights 
of the two standard coins accordingly. 

It wall be observed that the mint ratio is based closely on the market 
ratio, that is, on the relative values of the two metals as commodities in 
the markets where precious metals are bought and sold for tnanu- 
facturing purposes. If the monetary system is to have any stability, 
the mint ratio must be fixed permanently, or at least for a consider- 
able period of time. Otlierwise the weights of the coins would liave 
to be changed trec|uenLly, causing coins of different weights to be cir- 
culating side by side and introducing hopeless contusion into the 
monetary system. But the market ratio is not stable. It fluctuates from 
day to day and from month to month, according to the ever-changing 
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conditions of supply and demand for the two metals. In consequence, 
the mint price of the two metals is sure to overvalue one of them, and 
undervalue the other. This makes it practically impossible to main- 
tain both standard coins in circulation. Let us see why this is so. 

Suppose that bimetallism existed in the United States with the mint 
ratio 30 to 1 at a time when the market ratio was 25 to i. Then anyone 
who possessed twenty-five ounces of silver could sell it in the market 
for an ounce of gold. This he could take to the mint and have con- 
verted into $35 in gold coin (assuming the weight of a gold dollar to 
be the same as now). If he took his twenty-five ounces of silver to the 
mint he would get less than $35 in silver coin, because at the prevail- 
ing mint ratio thirty ounces of silver would be required to produce 
as many dollars as one ounce of gold. Therefore, it would be more 
profitable for the holder of silver to exchange it for gold in the mar- 
ket, and bring the gold to the mint for coinage, than to have the 
silver itself coined. His silver brings a higher price in the market than 
at the mint. At the mint silver is undervalued. Gold is correspond- 
ingly overvalued. Under these conditions, no silver would be brought 
to the mint for coinage. Such silver coins as were already in circula- 
tion would tend to disappear. It would be profitable to melt them 
down and sell the metal for gold, or to ship them out of the country 
to pay foreign debts, if a good price for silver could be obtained in 
those countries. In time, only gold coins would remain, and the 
bimetallic standard would cease to exist in fact. Here we have an in- 
stance of the operation of Gresham’s law, which was explained above. 

Suppose that the market ratio were 35 to 1, instead of 25 to i, the 
mint ratio being 30 to 1 as before. The situation is the opposite of 
that just described. Gold is now undervalued at the mint, and silver 
is overvalued. It will be profitable for holders of gold to exchange it 
in the market for silver, bringing the latter to the mint for coinage. 
For, an ounce of gold in the form of money is worth only S35; hut 
this sum will buy thirty-five ounces of silver in the market, which 
silver will make more than $35 in coin (35/30 of $35, or $40.84). yield- 
ing a substantial profit. Under these circumstances gold coins will dis- 
appear from circulation, and only silver will remain. 

In theory, if the divergence between the market and the mint ratios 
is very slight, the effect of bimetallism may be to stabilize the prices 
of the two metals. For if silver is overvalued, more of it will come to 
the mint, less of it will remain in the market, and its growing scarcity 
there will cause its market price to rise. At the same time, gold is 
disappearing from the mint and appearing in the market, its greater 
abundance there tending to cause its price to decline. This may go 
on until the price of silver rises sufficiently and that of gold falls suf- 
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ficiently for the market ratio to be brought equal to the mint ratio. 
Thus the mint ratio has a controlling effect on the market ratio. In 
practice, however, the market ratio varies so far from the mint ratio 
that all of one of the metals disappears from circulation before the 
stabilizing effect is produced. The history of experiments with bi- 
metallism in France, in the United States, and elsewhere, has shown 
that it re«ults in the disappearance of one of the metals from the 
monetary system altogether. Some economists believe that if bimetal- 
lism were internationally adopted this would not occur, as the dis- 
placed metal could not disappear into other countries where bi- 
metallism does not exist, and stabilization of the two metals at the 
mint ratio could be effected. 

Silver Money in the United States. The *Timping’’ Standard.— 
A unique situation in the use of silver money has long existed in the 
United States. In several of our western states the mining of silver is 
an important industry. Therefore, there is strong pressure in C'on- 
gress from these states for the issuing of overvalued silver money, so 
that the silver producers can get a higher price for silver from the 
mint than they could get for it from manufacturing users. Prior to 
1896 there was persistent agitation for the adoption of bimetallism 
at a ratio of 16 to 1 (xvhich would have greatly overvalued the silver) 
and this became the principal issue of the presidential campaign in 
that year. The bimetallists (led by William ). Bryan) were defeated, 
and the country became definitely committed to the gold standard. 
However, the pressure of the silverites continued strong enough to 
force Congress to enact legislation from time to time, providing for 
special purchases of silver at a Iiigh mint price and the coinage of this 
silver into “standard silver dollars,” at the above mentioned ratio. 
The ratio has since bec ome 27 to 1. through a change in the weight 
of the gold dollar which will presently he explained. In the Great 
Depression of the post-war period Congress was persuaded to go somie- 
what further, in the belief that some expansic^n of the currency, in 
the form of silver money, would help to stimulate more business ac- 
tivity by raising prices. Acc'ordingly, the Treasury was instructed to 
buy silver, at specified prices far exceeding tlie then market ratio, 
until our stocks of monetary silver should amount to twenty-five per 
cent of our specie reserves. The gciverument tliereupon f^egan biiving 
silver in substantial cpiantitics and issuing silver certificates f)asc*d 
thereon, the silver itsell being held in the Trca.sury’s posse.ssion. A 
large number of these certific'ates are now ( 194 i) in c irculation 

Although they are designated as “standard” dollars, the situation 
does not amount to bimetallism, tor tfiere is not Iree and unlimited 
coinage of silver. It has sometimes been called a ‘‘limping’* standard. 
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None of the silver purchase acts caused the issuing of enough silver 
money to displace the gold, and, prior to 19S4 (following a policy laid 
down in the Gold Standard Act of igoo), our government maintained 
a gold standard in spite of them, by redeeming silver dollars in gold, 
at their face value, upon demand. This put the silver dollars, in effect, 
in the same status as subsidiary coinage. Since 1934, as above ex- 
plained, none of our money is freely convertible into gold- So long 
as this policy prevails, the government can hold on to its gold reserves, 
no matter how much silver money may be issued. The silver policy 
is, however, generally regarded as a mistaken one by most monetary 
experts. It adds no element of strength to our monetary system, and 
it tends to raise prices unduly by making money more plentiful. It 
amounts to a special subsidy in favor of silver producers, who are paid 
for their silver more than it is worth, at the expense of the American 
people, who pay for this subsidy in the higher prices which prevail 
for commodities generally because of it. 

Paper Money Standards. Inflation. — It was stated above that gov- 
ernments ocTcasionally find it expedient to issue inconvertible paper 
money, especially in time of war. This amounts, in effect, to the 
abandonment of a specie standard and its replacement by a paper 
monetary unit of purely nominal character. There is no reason, in 
theory, why such a paper standard should not function satisfactorily, 
provided it is wisely managed. Indeed, there are reasons for believing 
that it is superior in some respects to a currency based on gold. 

Hitherto, liowever, the use of inconvertible paper has been con- 
fined, for the most part, to times of financial stress which placed the 
issuing governments under a strong temptation to abuse it. At such 
times it is difficult to obtain sufficient funds by taxation or bond is- 
sues. It is. easy to raise revenue by the simple process of printing 
“promises” to pay. The result is likely to be the flooding of the coun- 
try with great issues of fiat currency. This is known as paper money 
inflation. I.et us see what further consequences may follow. VVe may 
suppose that the United States government, having previously ad- 
hered to a gold standard monetary system, begins to issue large quan- 
tities of fiat paper dollars. As paper, these dollars will be practically 
worthless, but on their face each represents a sum of money equal to 
a gold dollar. Each will be legal tender for one dollar the same as gold, 
and the courts will not recognize any difference in their value. At 
first, moreover, the government may attempt to redeem them in gold 
upon demand. The paper dollars are overvalued in relation to gold, 
however, and will tend to drive gold out of circulation, in accordance 
with Gresham’s law. 

How the law operates in such a case was explained in an earlier 
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paragraph. It was there shown that, as more paper money is put into 
circulation, prices rise, so that a dollar (including the gold dollar) 
will buy less than formerly. If there has been no inflation in foreign 
countries, however, gold will buy just as much in them as before. 
Holders of gold coin or bullion will therefore I)c likely to send it 
abroad, where it will buy more than here. Also, gold may be with- 
drawn from monetary to manufacturing uses. Xhe overissue of paper 
will cause the prices of jewelry and gold leaf to rise along with other 
prices, so that it will pay liolders of paper dollars to exchange them 
for gold dollars, convert the latter into high-priced gold products, 
and sell these for a much larger number of dollars. Finally, as gold 
becomes more scarce, and paper money continues to depreciate in 
value, holders of gold are likely to store it away for future use, when, 
they hope, the papei money may be redeemed, and more stable mone- 
tary conditions restored. It is to protect themselves against loss of 
their monetary gold in these wavs that governments abandon specie 
payments and resort to an inconvertible paper standard. 

Before the complete disappeararn e of gold from circulation, a 
premium on gold may arise. At this stage people will offer more than 
one paper dollar in exchange for a gold dollar, and two prices may 
be quoted for commodities — a gold price and a paper price. A gold 
dollar will then buy more than a paper dollar. 

AH tliese occurrences have disturbing effects upon business activ- 
ity which may very serious. They bring economic loss and discom- 
fort to a great many persons, and may lead to a general business de- 
pression. Xliis will be explained more fully in another place. Xhe 
consecprences will be more grave if the rise of prices is rapid and 
great. The effect of large overissues of paper, therefore, is disastrous 
to tlie community wliere it takes place. 

F.xcessive inflation of tfie sort descrif)ed took place in many Eu- 
ropean countries during and after the first World War. Beginning 
with small issues, the governments soon found themselves in a vicious 
circle of inflation; for, as prices rose, the purchasing power*of the 
paper money deefined and tax receipts likewise yielded less real in- 
come Hence, tlie financial authorities were forced to issue still larger 
quantities of money in order to make up for the deficiency. Xhe suc- 
cessive i.ssiies pushed the price level higher and higher, making still 
largei issues of paper tnone> necessary. In some cases tire c|uantities 
of merney printed and put into circulation were tremendous. In Rus- 
sia and fierinany it passed all bounds, the paper rubles and marks 
put out running into trillions and cjuadrillions. Th.ings reached the 
ridiculous stage where people who received money would run to the 
nearest store to buy goods with it as quickly as possible, for prices 
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were going up by the hour. Money was so changeable a measure of 
value that prices ^vere often quoted in terms of commodities, such 
as eggs, instead of marks or rubles. The situation was chaotic and 
ruinous to millions whose money incomes did not keep pace with 
rising prices. 

Redemption, Repudiation, and Revaluation. — The results of ex- 
cessive inflation are so obviously disastrous that, sooner or later, gov- 
ernments come to realize that it must be stopped and a sound and 
stable currency restored. Then arises a question as to what is the 
best method of bringing about such restoration. In the opinion of 
many, the only sound and ethical course for a government to pursue 
is to redeem its paper money issues in undepreciated money (usually 
gold). Government notes are nominal promises to pay such money, 
and failure to redeem these promises is regarded as an evidence of 
bad faith on the part of the government. Moreover, it is detrimental 
to the government’s credit. If the inflation has not been very severe, 
this may be the wisest course. The United States succeeded in redeem- 
ing its currency, dollar for dollar, after the Civil War, and this greatly 
strengthened its credit and the world’s confidence in the integrity of 
our government. England was able to do the same thing with its cur- 
rency after the first World War. 

However, the process of redemption is itself disturbing. The gov- 
ernment must secure as much gold as possible by purchase, and it 
must withdraw from circulation such excess of the paper money as 
cannot be redeemed with whatever gold it is able to obtain. This 
means that it must borrow, and levy heavy taxes, for its receipts must 
exceed its expenses by the amount of money that is to be retired. 
These are difficult financial operations. Moreover, the reduction of 
the monetary circulation makes money more scarce, and thereby raises 
its value. There results a fall in prices to somewhere near their orig- 
inal level. This deflation may upset business even more than the in- 
flation which preceded it. 

Where the overissue of paper money has been very great, redemp- 
tion may be quite impossible. The promise to redeem it must then be 
repudiated, in whole or in part. The discredited money may be out- 
lawed entirely, allowing a new currency, backed by adequate gold 
reserves, or otherwise restricted in quantity, to take its place. The 
usual procedure, however, is to redeem the money, not at its face 
value, but at something like its depreciated value in terms of gold. 
The American government, after the Revolution, redeemed the paper 
money issued by the Continental Congress at about one cent on the 
dollar. 

Such a stigma is attached to the term repudiation, however, that 
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in recent monetary reconstruction policies a softer word, devaluation, 
has been used in its place. The term implies that the money is not 
repudiated, but is merely revalued in terms of gold, at somewhere 
near its actual market worth. In most of the European countries this 
was accomplished by establishing a new standard money unit with a 
new name, and then setting up a fixed ratio of exchange between the 
two moneys thus circulating side by side. In time this permitted the 
governments to replace all of tlie depreciated currency with the new 
money at the ratio so established. Devaluation by such methods ac- 
complished the transition from a discredited to a sound currency 
with a minimum of disturbance. 

The “Cheap” Money Fallacy- — The student should now be able 
to appreciate the importance of the distinction between paper money 
and wealth, which was emphasized in an earlier chapter. Failure to 
realize the difference between them is responsible for a great deal 
of fallacious thinking. 

Some persons naively imagine that money creates wealth in some 
miraculous way, and that if thegovermnent were only to print enough 
paper money and distribute it abundantly to everyone we would all 
be rich. The unhappy experiences of post-war Russia, with its billions 
upon billions of paper rubles at the very time that its population was 
starving, is a striking refutation of this reasoning. Printing pieces of 
paper does not produce bread, build houses, or make c lothes. Instead, 
it only makes those things higher in pric:e, upsets business stability, 
and causes chaos. 

Noiv it is true that rising prices increase business profits, and rising 
profits stimulate business activity. This probably justifies a moderate 
amount of monetary inflation to help !>ring about business recovery 
after a depression, for depressions are usually accompanied by a de- 
flation of the currency which causes falling prices and business losses. 
A reversal of this deflation is merely a return to more normal condi- 
tions. But this must not be carried to the point where serious currency 
depreciation and a feverish rise in prices are likely to take place. Yet 
many c|uack reform proposals are based on the mistaken notion that 
if money can only be made to circulate fast enough, it will so greatly 
accelerate the pace of fjusiness as to bring about a l-icjpia of general 
prosperity. For iiistance, the Townsend old age pension plan, whic h 
attracted so much support during the third decade of the present cen- 
tury that it became a serious political movement. prcj|>oscd that tlie 
government pay pensions of S200 a month to all persons over sixty-live 
years of age, on condition that they would not work, and that they 
would spend the entire S200 during the month in which it was re- 
ceived! The $200 was to be provided by an arrangement which would 
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have made it virtually a fiat money issue. A very rosy picture of the 
wondrous results which would follow the adoption of this proposal 
was painted by its advocates. The truth, however, is that real incomes 
for the aged on the scale contemplated by this plan would have placed 
a very heavy burden on the working population. The goods sold to 
the pension recipients would have to be produced and paid for by 
the rest of the people. Inflationary money magic could, not do away 
with this necessity and would only work a great deal of mischief. 

The Townsend plan was merely one variant of the many monetary 
panaceas which are proposed from time to time. Others hope to make 
capital free by having the government lend paper money without 
interest, forgetful that money is not capital. Still others suppose that 
the people can escape the burden of taxation by paper money issues, 
forgetful that the burden of rising prices would be equally, or more, 
difficult. One cannot lift one’s self by one’s bootstraps, and this is as 
good a principle in economics as in physics. If the government needs 
goods, the people must pay, and no amount of juggling with the cur- 
rency would suffice to avoid it. 

The Monetary System of the United States. — In the foregoing 
paragraphs, most of the various kinds of money now used in the 
United States have been described incidentally- In concluding this 
chapter, however, it will be helpful to review these all together, so 
that we may have a picture of this country’s monetary system as a 
whole. 

Prior to 1933. the standard monetary unit of the United States for 
many years had been the gold dollar, which then consisted of 25.8 
grains of gold nine-tenths fine (containing, therefore, 23.22 grains of 
pure gold). It was freely coined and full legal tender. In 1933 the 
President was given the power to reduce the weight of gold in the 
dollar, for the purpose of stimulating our exports (by making our 
dollar cheaper to foreigners) and of raising our prices. He accord- 
ingly reduced it (January, 1934) to 1 ^%! grains of gold nine-tenths 
fine. It now contains, therefore, 13.7 gxains of pure gold. This makes 
the mint price of gold 35 dollars per ounce. The President is em- 
powered to make further changes, within the limits of 50 to 60 per 
cent of the old content, at his discretion. In 1933, also, all holders of 
gold or gold certificates were ordered to surrender them in exchange 
for other kinds of money, which thereby became virtually incon- 
vertible. The surplus gold released by the devaluation of the dollar 
was confiscated by the government partly to set up a “stabilization 
fund” for currency and foreign exchange operations, and partly for 
other purposes. Although the law states that “all forms of money 

0 These will be described in Chapter XVIII. 
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issued or coined by the United States shall be maintained at a parity 
with this standard/’ vvc have, in fact, adopted a sort of managed cur- 
rency. Gold bullion and coin are held by the United States Treasury, 
and gold certificates by the Federal Reserve Banks, hut other kinds 
of currency cannot be freely exclianged for them. Even the gold cer- 
tificates are not redeemable without restrictions. Licensed persons 
may, however, secure gold from the mints for use in the arts, under 
certain regulations, and the Treasury \vill also sell gold for export to 
foreign central banks. 

We also have a considerable number of standard silver dollars, 
which have come into circulation through the various acts of pur- 
chase mentioned in a previous paragraph. These contain 412.5 grains 
of silver nine-tenths fine (containing 371.25 grains of fine silver). 
Their ratio to the present gold dollar is 27 to 1, approximately. They 
are greatly overvalued. We also have a subsidiary coinage, made up 
of the lamiliar silver half-dollar, (piarter, and dime, the nickel five- 
cent piece, and the copper cent. All are overvalued, but redeemable 
at par in money of larger denominations. 

The following kinds of papet money are also in existence here: 

Gold certificates, sec ured, dollar for dollar, by gold held in the 
possession of the government. Tlliese certificates do not circulate ac- 
tively, but are held in the reserves of our Federal Reserve Banks. 

Silver certificates, secured, dollar for dollar, by silver held in tlie 
possession of the government. 

'Treasury Notes of iSgo — a small remnant of a former issue of gov- 
ernment notes, now secured dollar for dc:)IIar in silver, and, hence, 
substantially the same as silver certificates. 

United States Notes — the unredeemed remnant of the “green- 
backs” issued to lielp finance the Givil War. A specie reserve of sligfitly 
less than half their face value is held against them f>y tfie Treasury. 

National Bank Notes and Federal Reserve Bank Notes — ^remnants 
of convertible note issues, secured by a five per cent gold reserve fund 
and United States government bonds, deposited with tlie Treasury. 
These notes are being retired: very few of them remain in c irculation. 

Federal Reserxie Notes — notes issued by the Federal Reserve Banks 
in a manner to be described in the next chapter. They are seemed 
by a lorty per cent reserve of gold certificates and by certain other 
assets. 

Since 1935 all the above kinds of money have been full legal tender. 

In addition to tiiese forms of c:asii, we have the f)ank deposit money 
which, as explained earlier, constitutes the bulk o! the medium of 
exchange in this country today. This will be fully described and ex- 
plained in the following chapter. 
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Summary 

Money is any generally accepted thing which is used as a medium 
of exchange. Its functions are: to act as a medium of exchange, as a 
measure of values, and (incidentally to the last) as a standard of de- 
ferred payments and a store of purchasing power. Money may con- 
sist of some generally acceptable commodity, or of a purely nominal 
thing, such as paper notes. Our economy is evolving away from a com- 
modity money towards a nominal one. Coinage makes metallic money 
more convenient and reliable in use. Free coinage exists when anyone 
can have bullion in unlimited amounts exchanged for money at 
the mint. The amount of coin or other money that can be got for 
a given c^uantity of bullion is called its mint price. A seigniorage or 
brassage fee may be charged for coinage. Subsidiary coins are issued 
in small denominations for convenience. Although overvalued, the^ 
circulate at par because of their usefulness, limited c^uantity, and re- 
deemability. 

Convertible paper money is issued by governments or banks. When 
the monetary system is based on specie, such money can be exchanged 
for gold or silver coin or bullion from a redemption fund kept for 
that purpose. Inconvertible paper (or fiat) money is a form of gov- 
ernment note not redeemable in specie — a nominal currency. Bank 
deposits, transferred from person to person by checks, constitute the 
most widely used form of money in modern economic systems. 

The monetary metals tend to distribute themselves among the 
countries that use them, and between their monetary and manufactur- 
ing uses, so as to equalize their values everywhere. This tends to 
make prices move up and down together in those countries whose 
monetary basis is the same metal (gold or silver, as the case may be). 
According to Gresham’s law, overvalued money tends to drive under- 
valued money out of circulation. 

Standard money is a definite unit established as the legal medium 
for payment of debts. The automatic gold standard bases the entire 
monetary system upon a gold unit. To maintain it, there must be 
free (unlimited) coinage of gold and free convertibility of otlier forms 
of money for gold; in short, gold can be introduced into or with.drawn 
from monetary use at the will of the holder. The automatic silver 
standard is the same, except that silver is used in place of gold. 
Managed gold standards (more prevalent today) restrict the flow of 
gold from and into the monetary system so as to give the govern- 
ment more control. The system is then less responsive to gold move- 
ments. A gold exchange standard keeps the currency of a country on 
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a par witli gold by the readiness of the government at all times to 
exchange money for draf ts on a gold standard country. 

Bimetallism is a monetary system in which there is free (unlimited) 
coinage of both gold and silver at a legally establislied ratio. Devia- 
tion of the market ratio of the two metals from the mint ratio tends 
to cause displacement of one of the^ metals, in accordance with 
Gresham’s law. making the system impossible to maintain, except by 
international agreement. In the United States a limited number of 
overvalued ‘‘standard’* silver dollars have been introduced into the 
monetary system by special purchases from time to time — a situation 
sometimes called the “limping” standard. 

Although a paper standard is theoretically workable, hitherto it has 
usually been adopted in times of financial stress wfiich lead to over- 
issue. The resulting inflation causes the money to depreciate in value, 
leading to a rise in prices, a premium on gold, and the disappearance 
of gold from circulation. Sometimes, ilie money may eventually he 
redeemed at par (which causes a disturbing period of deflation); but 
more often the money must be repudiated by redemption in specie 
at way below its face value, or by devaluation through the issue of a 
new and more stable money unit, exchangeal>le for the depreciated 
currency at a fixed ratio. The idea tliat large issues of c:heap money 
create wealth and bring other benefits is a misciiievous fallacy, al- 
though moderate inflation in a period of deflation may be a whole- 
some influence. 

Tlie monetary system of the United States is based on a standard 
gold dollar, the weight of whicli is sui>je(:t to change, within certain 
limits, f>y tlie President. It is a sort of managed gold standard in wliich 
other moneys are exchangeable for gold only under certain restric- 
tions and at the will of the Treasury. Other foims of money in this 
country are: “standard” silver dollars, subsidiary coins, gold and silver 
certificates. Treasury Notes of 1890, United States Notes. National 
Bank Notes, Federal Reserve Bank Notes, Federal RevServe Notes and 
— most important of all — bank deposits. 
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bearing upon the subject-matter of this one. 



Chapter IX 


THE BANKING SYSTEM 


A. The Nature of Banking Operations 

The Functions of Banks. — In the preceding chapter it was shown 
how our banks grew out of the deposit business which was carried on 
by tlie goldsmiths in seventeenth-century England. In the present 
chapter, we shall examine the operations of these banks in greater 
detail. We may begin by noting the various functions whicli banks 
now perform. There are two primary functions — a loan function and 
a monetary one. 

The loan function can be briefly described as folloxvs: In the carry- 
ing on of their operations, business men need to borrow funds with 
which to purchase the ec|uipment which tliey require. The banks pro- 
cure such funds, either from those who have savings to invest or out 
of their own resources, and lend them to business men. In its purest 
form, the loan function puts the hank in the position of ai\ inter- 
mediary, which gatiiers togetlier the voluntary savings of many in- 
dividuals and transfers them to enterprisers, who invest them in equip- 
ment of one kind or another. Wc shall see, liowever, that the loan 
function of banks has become so intertwined witli tlieir monetary 
function that the funds supplied by banks do not come wholly from 
voluntary savings but are, in large part, evolved out of the lending 
process itself. 

The monetary function was partly explained in the preceding chap- 
ter. It was there shown how there developed the practice of trans- 
ferring title to gold deposits from person to person through written 
orders, which orders thereby became a part of the medium of ex- 
change. The modern counterpart of this mechanism consists of bank 
deposits which are transferred from person to person I)y means of 
checks. We shall learn that these deposits do not necessarily consist 
of cash put into the banks for safe-keeping, but are a form of nominal 
money created by the banking system. This aspect of banking opera- 
tions so overshadows all others that it justifies us in classifying the 
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banks as a part of our monetary system. A considerable part of the 
present chapter will be devoted to a discussion of these monetary 
operations. 

Aside from the two primary functions just stated, certain kinds of 
banks perform two other services of a less important sort. The first of 
these is to act as custodians for the safe-keeping of funds. Most per- 
sons do not have facilities for storing large amounts of cash where it 
will be protected against robbery or fire. Therefore they deposit it 
in banks which have such facilities. Also, most banks rent safety de- 
posit boxes where valuable papers, jewelry, or other small ol^ects can 
be safely preserved. The second minor function is a fiduciary one. 
Many banks will act as trustees for administering large sums of money. 
For instance, a wealthy man may die, leaving a valuable estate which 
he wants kept in trust, the income therefrom to be paid to certain - 
beneficiaries named in his will. The bank will take charge of the 
estate, invest the principal and disburse the funds as directed. Like- 
wise the bank may act as a guardian for the wealth of a minor person. 
This type of business has developed as a natural corollary of other 
banking operations because the banks, from their knowledge of in- 
vestments and with their facilities for handling money, are in a logi- 
cal position to do this work. 

Kinds of Banks. — A certain degree of specialization has taken 
place in the development of institutions to perform the various func- 
tions above described. Accordingly there are several different kinds 
of banks, known as investment banks, savings banks, commercial 
banks, and trust companies, respectively. 

Imjestment banks tltc: businesses which provide funds for permanent 
investments. They supply funds to various enterprises for financing 
the purchases of durable equipment, such as buildings, machinery, 
and railway rolling stock. They secure the money for these purposes 
mostly from well-to-do investors who rely upon them for guidance 
in investing their savings. 

Savings banks are also engaged in financing permanent investments, 
but they derive their funds mainly from the small savings of people 
of moderate means. The latter deposit their savings with the banks, 
which pay them a rather low rate of interest for the use of their savings. 
The banks then invest the savings in real estate mortgages, bonds, or 
high grade stocks at a somewhat higher rate of interest, thereby mak- 
ing a profit. The total amount of savings so collected and invested in 
this country is very large. As savings banks are entrusted with the 
savings of people to whom loss would be a serious calamity, the law 
usually limits their use of funds to the safer kinds of investments. 

Commercial banks perform both loan and monetary functions. In 
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the past, their loans were mostly for short periods of thirty, sixty, or 
ninety days. The sums loaned were used by the borrowers primarily 
to finance the purchase of more perishable forms of equipment, such 
as raw materials, fuel, and stocks of merchandise, all of which are soon 
turned into goods which can be sold for cash and thereby make pos- 
sible repayment of the loans within the short periods indicated. Such 
loans were also used by business men for advancing wages to their 
workmen from week to week. This kind of loan still plays a prominent 
part in the operations of commercial banks, but, in recent years, the 
latter have used a considerable portion of their funds for long-time 
investment in ways that will presently be described. These banks also 
accept demand deposits, against which checks can be drawn. They 
thus provide the community with an important form of money, as we 
have already learned. Just how the business of deposit banking is 
related to the lending operations of commercial banks is a matter 
which we must examine in considerable detail, in subsequent para- 
graphs. 

Trust companies , as their name implies, exist primarily to act as 
trustees for funds or other property left in their care for specified 
purposes. Hence they specialize in the fiduciary function above de- 
scribed, administering the estates of decedents, acting as financial 
guardians for orphans and minors, dealing in real estate, and so on. 

While these various kinds of banks specialize mainly in the types 
of activity stated, they are not mutually exclusive. Investment and 
savings banks confine their operations almost entirely to long-time 
loans, but commercial banks and trust companies are more varied in 
their activities. Many commercial banks have trust and savings de- 
partments in which they carry on trust and investment banking op- 
erations. Most trust companies engage in all kinds ol banking. Some 
of them are directly engaged in investment banking, and nearly all 
of them are also savings and commercial banks. 

Investment Banks and Related Institutions. — We need not con- 
cern ourselves further with trust companies, but the other kinds, es- 
pecially investment and commercial banks, must be more fully dis- 
cussed. It was stated that investment banks confine their operations to 
the financing ol long-time investments. Thus they perform a loan 
function. Their business can be described as that of dealing in stoc ks 
and bonds. They have a circle of clients who depend upon them for 
advice in the investment of their savings, and to whom the banks sell 
the securities in which they deal. When a corporation needs to finance 
the purchase of some durable equipment, it will take its problem to 
one of these banking firms. The latter will look into the financial 
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Qtanding of the business, its probable future earning capacity, and 
other matters pertaining to the proposed loan. The bank will then 
arrange with the corporation to buy an issue of its stocks or bonds, 
in the expectation that it can resell these to its customers at a profit. 
The process of undertaking to market an issue of securities for a 
business enterprise in this way is known as underwriting. It puts the 
bankers in the position of intermediaries between savers, who have 
surplus incomes to invest, and business enterprisers, who can utilize 
these savings to advantage in financing the time-consuming processes 
of production. Very frequently, particularly if the issue of securities 
is large, a syndicate of associated bankers in different cities will be 
formed to dispose of them. If their judgment has been wrong, and the 
public does not buy the securities at the price expected, the bankers 
may lose. A successful investment banker must be a good judge of 
business prospects in the branches of industry with which he deals. 
Since investors rely . upon the advice of such bankers to a large extent, 
the latter exert a considerable influence upon the direction which 
business developments may take. The larger investment banking firms 
occasionally handle enormous projects, sometimes of an international 
character. 

Investment banks also act as security brokers; that is. they provide 
a market through which owners of securities can sell them to other 
investors, in case the former desire to dispose of their holdings. They 
also are usually members of the stock exchanges in which securities 
are bought and sold. These exchanges do not deal in new issues of 
securities, but only in those which have already been underwritten 
and on the market for some time. The investment banks buy and 
sell in the exchanges for their clients. They also rely partly upon the 
prices of securities prevailing in the exchanges to guide them in deter- 
mining which lines of business offer the most suitable channels for 
new investments. 

Although they are not listed as banking institutions, insurance 
companies perform something of an investment banking function. In 
the course of their business, they accumulate large reserve funds to 
meet future contingencies that may arise. Endowment policies, for 
instance, call for the payment of certain lump sums to policy-holders, 
upon the attainment of certain ages. The insurance companies must 
gradually set aside sufficient funds to make these payments when they 
fall due. Hence, these companies are in a position to invest large sums 
of money in business undertakings. They do this, either directly (as, 
for instance, in the placing of mortgages on real estate) or indirectly, 
through brokers and investment bankers. However, insurance com- 
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paniCvS do not carry on an underwriting business; they invest their 
funds chiefly in real estate loans, and in stocks or bonds whose sound- 
ness has already been established- 

investment does not have to take place through the medium of in- 
vestment bankers. Enterprisers may appeal directly to the savers of the 
country, by oifering their securities for public subscription, through 
advertising, through solicitation by mail, and through salesmen. Those 
businesses which cannot secure financial support from investment 
bankers are more likely to resort to these methods- The fact that they 
do so is often, but not always, an indication that the enterprise is a 
hazardous one. Most of them fail, although many new ventures get 
their start to success in this way. 

Well-established corporations, if successful, often accumulate profits 
which are not all distributed to their stockholders- The excess consti- 
tutes a surplus which may be invested. Frequently it is reinvested in 
the same business, providing the company with a new plant or other 
equipment. Here the board of directors of the corporation can be 
regarded as making a decision on behalf of the stockholders to save 
their earnings instead of consuming them. This might be described 
as saving by proxy. 

Commercial Banking." — What investment and savings banks do 
for the long-time investment market, commercial banks do for the 
short-time market. The distinction between them, therefore, is partly 
a matter of time. If a business firm has to finance the purchase of 
expensive, durable equipment, the cost of which cannot be recovered 
from the proceeds of the business for a period of some years, it secures 
the funds from an investment bank through an issue of stocks or 
bonds; or, in the case of an individual borrower, he may mortgage 
his property to a savings bank or an insurance company. But if the 
need is for equipment the cost of which can be recovered in the course 
of a few weeks, the funds can be obtained by borrowing from a com- 
mercial bank on a promissory note. Such a loan would be appropriate 
for the purchase of raw materials, fuel, or stocks of merchandise, or 
for the payment of wages, where the expenditure will soon give rise 
to some salable product, receipts from which will be sufficient to repay 
the loan. Loans of this character ordinarily are for periods of thirty, 
sixty, or ninety days; but at their expiration they are frequently re- 
newed. If renewed repeatedly, as they may be, the loans in effect run 
for much longer periods. 

Within the present century a number of developments have been 
going on which blur the distinction between investment and savings 
banks, as suppliers of long-term loans, on the one hand, and commer- 
cial banks, as suppliers of short-term loans, on the other. The practice 



THE BANKING SYSTEM 191 

of renewing loans, just referred to, is one of these developments. There 
are others of greater importance. For instance, investment bankers, 
in order to purchase a block of securities for later sale to the investing 
public, m^y borrow the necessary funds on short-time loans from com- 
mercial banks. Commercial bank funds thus find their way into the 
long-time market, at least temporarily. So advantageous is this kind 
of business to both parties, that not a few commercial banks became 
closely affiliated with investment banks, through holding company 
or interlocking directorate arrangements, until recent legislation put 
a curb on such relationships. Moreover, commercial banks sometimes 
have funds available for which there is an insufficient demand in the 
short-term loan market. In that case, they find it advisable to invest 
these funds in securities, or in mortgages on real estate. This puts the 
funds directly into more or less permanent investments. Commercial 
banks in this country, however, are not permitted to underwrite new 
issues of securities. Since the Great Depression which followed the 
financial collapse of 1929, commercial bank holdings of securities (es- 
pecially government bonds) have become their most important in- 
vestments, exceeding in volume their loans to short-time borrowers. 
This is materially changing the character of commercial banking. The 
growth in security holdings appears to be due partly to the fact that, 
in the years of the depression, there was less demand on the part of 
business men for loans of the usual type, while there was a great de- 
mand for loans (secured through bond issues) on the part of state and 
federal governments for public works projects and relief expendi- 
tures. The banks therefore turned their lending power in that direc- 
tion. Another factor has been the growing practice, on the part of 
corporations, of meeting their needs for short-time funds by drawing 
on their own surpluses, instead of by borrowing from banks. 

From the foregoing discussion we may conclude that, in so far as 
their loan function is concerned, commercial banks differ from other 
banks mainly in the period of time for which loans are made, but that 
this difference is less sharp than it formerly was. It is in the perform- 
ance of the monetary function that they differ most sharply from banks 
of other varieties. Investment and savings banks do not participate in 
the monetary function, because they do not have deposits subject to 
check. Investment banks receive funds only for the outright purchase 
of securities. Savings banks accept deposits, but the nature of these 
is such that the depositor cannot draw checks against them, payable 
on demand. He must give the bank notice, usually two weeks or a 
month in advance, before he can withdraw any part of his money.^ 

1 Some savings banks permit their depositors to draw a limited number of checks in 
a given time period; but the checking privilege is too restricted, even in these cases, 
to make such deposits a significant part of the medium of exchange. 
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This makes it impossible to transfer such deposits freely from hand 
to hand, so that they cannot be used as money. Such deposits are known 
as time deposits. Commercial banks may have savings departments in 
which there are time deposits with the same restrictions as those of 
savings banks. The bulk of their deposit business, however, consists 
of demand deposits, against which checks can be freely drawn. These 
checks the bank is obligated to honor by immediate payment upon 
demand. Since the checks are freely negotiable by merely being en- 
dorsed upon the back, they can be passed from hand to hand and the 
deposits themselves can be transferred from person to person by being 
deducted from one account and credited to another on the books of 
the banks. It is in this way that commercial banks, unlike all others, 
provide the community with an important part of its medium of 
exchange. The nature of demand deposits, and their relation to the 
lending operations of commercial banks, must now be more fully 
explained. 

Bank Credit. — It should now be clear to the student that business 
is carried on in large measure with borrowed funds — that is, on credit. 
In its broadest meaning, credit may be defined as a promise of pay- 
ment in the future in lieu of immediate payment. We say of a person 
that “his credit is good” if his promises to pay are accepted by those 
with whom he has business dealings. When an individual buys an 
automobile “on time,” obtaining immediate use of it by promising to 
pay for it in installments over a period of some months, his credit has 
been accepted by the dealer. In a more restricted sense, the term credit 
is used to denote the evidences of debt which arise out of credit transac- 
tions. It would be more accurate to call the latter “credit instruments,” 
but the shorter word, “credit,” is more often used. The installment 
buyer of an auto signs some kind of promissory note when he makes 
his purchase; the note is an instrument of credit. Many kinds of busi- 
ness documents, such as notes, drafts, and checks, which give evidence 
that sums of money are payable by one party to another, are likewise 
credit instruments. 

Commercial banks are dealers in credit, in one form or another. 
They sell their own credit to their customers. Looked at from one 
point of view, their operations consist very largely in an exchange of 
bank credit for personal credit. An illustration will help to make this 
clear. Suppose that a wholesale dealer in dry goods sells a thousand 
dollars’ worth of merchandise to a retailer. The latter may not have 
the funds to make immediate payment. The wholesaler, therefore, 
accepts his promissory note for the amount for two months, at which 
time the retailer expects to have sold the goods and will have funds 
from the proceeds with which to pay tor them. The wholesaler now 
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holds the retailer’s note for one thousand dollars. This is a form of 
personal credit. Suppose that the wholesaler has debts to meet and 
does not care to wait until the retailer pays his note. He might pass 
the note on to his creditors; but the probabilities are that they would 
be reluctant to take it. They do not know the retailer, are doubtful 
about his ability or willingness to pay, and do not care to take the 
responsibility of collecting the thousand dollars from him. Besides, 
like the wholesaler, they may wish to use the money immediately and 
cannot wait until the note becomes due. In other words, personal 
credit is not sufficiently negotiable to be passed around freely; it does 
not circulate readily. Our wholesaler, therefore, takes the note to his 
banjk. It is the business of the bank to deal in such “commercial paper,” 
as it is called. The wholesaler endorses the note, thereby assuming 
obligation for its eventual payment by the retailer, and the bank dis- 
counts it. This means that the bank lends the wholesaler purchasing 
power to the amount of the note ($1,000), less interest thereon for the 
time the loan is to run. This deduction for interest is the discount. 
The purchasing power which the bank lends consists of its own credit. 
What the wholesaler wants is any form of money power which will 
be readily accepted in payment of his bills. He cares not whether it is 
gold, beads, or paper, so long as he can pass it on to his creditors in 
settlement of his debts. He cannot pass on the retailer’s note in that 
way. But a bank is more or less of a public institution; it is so well 
known (and in most countries so well safeguarded by law) that people 
have confidence in it. Its promises to pay will be accepted by everyone 
without question. They will circulate as money. The bank, therefore, 
lends its promise to pay to the wholesaler. It has exchanged bank credit 
for the personal credit represented by the note. This bank credit is 
freely negotiable and is a medium of exchange as truly as gold coin. 
The credit which a bank lends in this way may take one of two forms 
— bank notes or bank deposits. 

Bank Notes. — An important form of bank credit in most coun- 
tries is the bank note. In the United States, however, it is less used 
than the bank deposit, and the latter is becoming more general else- 
where in recent years. We have already learned that bank notes are a 
form of paper money. They are simply the bank’s promises to pay to 
the bearer the amount stipulated on their face. The bank finds it ad- 
vantageous to lend them, rather than specie, to its customers, because 
it costs little to issue them, whereas gold and other kinds of money, 
as everyone knows, cannot be had (even by banks!) for the asking. By 
lending the notes out at interest the bank derives a profit. The notes 
circulate as money because of popular confidence in the institution 
that issues them. In most countries this confidence finds additional 
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justification in the laws regulating banking which limit the amount 
and conditions of issue of the notes. 

Like other promises to pay, bank notes are of value only when the 
promise is kept. Banks must be prepared to redeem their notes in the 
standard money of the country if it is demanded. If the standard be 
gold, holders of the notes may require the banks to exchange them for 
gold at any time. In practice most persons are satisfied with the paper, 
but occasionally they may desire gold to pay for goods imported from 
abroad, or for other purposes. Also, each bank, in the course of its 
business, receives the notes of other banks. Xhese it is likely to send 
to the issuing banks for redemption, desiring to lend out only its own 
notes, on which its profit is greater, and desiring also to keep as large 
a supply of gold on hand as possible. Thus banks are faced with the 
necessity of redeeming their notes, and must keep on hand a reserve 
of specie for .the purpose. Since, however, not all the notes will be 
presented for payment at one time, the reserve need be only a frac- 
tion of the total volume of notes outstanding. The reserve is provided 
out of the capital which the bank has invested in its business and from 
money deposited by its customers. 

Since banks may be tempted to increase their profits by large note 
issues with small reserves, governments have found it wise to regulate 
them. Otherwise, the country may be flooded with an inflationary 
paper currency, with the disastrous results pictured briefly in the 
preceding chapter, and many banks may fail because of their inability 
to redeem their notes, thereby undermining popular confidence in 
banks generally. There was a time when state banks in this country, 
allowed to do business without adequate supervision, abused the note- 
issuing privilege in this way. Congress stopped the practice in i 86 ^ 
by putting a prohibitive tax on note issues of state banks. National 
banks, however, were permitted to issue notes under suitable restric- 
tions. Regulations along somewhat similar lines usually prevail in 
other countries. The growing use of checks as a means of payment has 
caused bank deposits to become the dominant form of bank credit in 
the past few decades, with a consequent decline in the importance of 
bank notes. This fact, coupled with certain technical difliculties as- 
sociated with the national bank notes, caused our government to do 
away with them. Beginning in 199,5, they were gradually retired, by 
being exchanged for other kinds of money, so that very few of them 
now remain in circulation. However, a special form of bank note, 
known as the Federal Reserve Note, still has some importance in our 
monetary system. It will be explained, in connection with a general 
description of the Federal Reserve System, in a later part of this 
chapter. 
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Demand Deposits. — A demand deposit is in some respects very 
similar to a bank note, the principal difference between the two being 
that, in the case of the note, the bank hands the borrower paper money 
of its own making, whereas, in the case of the deposit, it merely gives 
him a right to draw checks against it. In the previous example of the 
wholesaler who had a note discounted at his bank, we said that the 
bank lent him its credit in return for the note. If the credit took the 
form of a bank deposit, the bank would simply credit him with a 
deposit of one thousand dollars, less the discount. This would be re- 
corded as a deposit in the accounts of both the Bank and the whole- 
saler. The latter could then draw checks against this sum from time 
to time, as his needs required; and the bank, having assumed the ob- 
ligation, would have to honor these checks for payment. Thus the 
deposit is a loan of the bank's credit to its customer. The bank derives 
profit from this transaction, in the form of interest on the loan, and 
the customer obtains the immediate use of deposit money, which he 
can use to pay his bills. 

The word “deposit” suggests that some kind of cash has been put 
into the bank, and this is no doubt the conception of a bank deposit 
held by a great many persons. It should be clear from the above ex- 
ample, however, that a bank deposit does not necessarily have this 
character. It is merely a form of bank credit. A demand deposit may 
be defined as a liability on the part of a bank to pay a certain sum of 
money on demand to a person known as a depositor. The liability 
"may arise in any of three ways: (1) Cash may have been left in the 
bank for safe-keeping, or for the greater convenience of being able to 
make payments by check. In this case, cash has merely been exchanged 
for deposit money, which circulates in its stead. There has been no 
net addition to the monetary circulation. (2) A check, drawn by some 
other depositor, may have been deposited to a customer’s account. 
Here, the amount of the check is merely deducted from the account 
of one depositor and credited to that of another. A portion of the 
former’s deposit has changed hands. In this case, also, the total quan- 
tity of money is unchanged. (3) The bank may have made a loan to the 
depositor on a note, in the manner above described. The great ma- 
jority of bank deposits arise in this way. Notv, in this case, the loan 
extended by the bank may merely take the place of a previous loan to 
the same or some other borrower which has just been paid off. If so, 
again there has been merely a transfer, to the new borrower, of money 
already in existence. But if (as may be the case) the loan represents 
an addition to the total of bank credit previously in existence, the 
volume of money has been increased. On the other hand, if loans are 
repaid by borrowers, and not replaced by others, the deposits built 
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up on these loans pass out of existence, and the volume of money 
shrinks. Thus the total volume of bank deposits may expand or con- 
tract. This phenomenon will presently engage our attention. Prior 
thereto, however, it will be well to consider further the way in which 
bank deposits perform the functions of money. 

The Circulation of Deposits. — A bank is under obligation to re- 
deem its deposits in standard money (or in some form of cash, other 
than its own notes, that is convertible into the standard) upon demand. 
This means that depositors, or the payees, of checks drawn against 
deposits, can demand payment in cash if they care to. In fact, however, 
they seldom do so. It is safer and more convenient to make payments 
by checks than by other forms of money, for a check can be made out 
for the exact sum that is needed, and it can be sent through the mail 
with vei'y little risk. If lost, it can easily be replaced with another, and 
there is not mucli danger of theft, for it can be cashed only on the order 
of the payee, whose signature it must bear. Consequently, ivhen a per- 
son receives a check in payment for something, he does not usually seek 
to convert it into cash; he merely deposits it to his own credit, and 
later draws new checks against this deposit. The bank, then, does not 
have to pay out cash; it merely transfers the sums drawn from the 
account of one individual to that of another on its books. In this way 
the deposit (or portions of it) changes hands, and does the work of 
money. Moreover, before it reaches the bank, the check itself may 
change hands one or more times, each time being used as a means of 
payment. 

Let us look at an example of this process. Suppose “A” has had a 
note discounted at his bank for .$f,,ooo. He now has a deposit for that 
amount, less interest. He buys goods to the value of .^52,000 from “B,” 
and draws a check for this sum to the order of the latter. “B,” in turn 
buys $2,000 worth of merchandise from “C,” and endorses “ A’s*’ check 
over to him. “C/’ deposits it in the bank. The bank now simply de- 
ducts $2,000 from ‘'A’s” account and credits it to “C.” Part of “A's” 
deposit has changed hands. Il has ctrculated. Two distinct exchange 
transactions have taken place by means of it, yet no cash at all was 
used, “A" may go on drawing against his deposit to other persons, 
who likewise deposit the checks in the bank, until the entire amount 
has been transferred, without the bank having been called upon to 
produce any other money. 

The Clearing of Checks. — It may happen, however, that the two 
parties to an exchange of this sort do not deal with the same bank. 
This is more often the case than not, particularly in large cities where 
there are many banks. A check may be drawn against one bank and 
deposited by the payee in a different bank. The latter must now collect 
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payment on the check h*om the bank on which it was drawn. It can 
present the check to that bank, and receive cash for it; but the banks 
have worked out a method by which these payments can largely be 
done away with, through the cancellation of their mutual obligations 
to each other. In the course of a day’s business every bank receives 
many checks drawn against other banks. To a very considerable extent 
these checks offset each other; that is, the claims received by one bank 
on its neighbors are balanced by counterclaims received by them. The 
banks of a community, therefore, get together in an institution known 
as the clearing house. Here their representatives meet daily and pre- 
sent the checks they have received drawn against other banks which 
are members of the clearing house association. The claims and counter- 
claims are canceled against each other, and the balances are paid in 
cash. The following is a very much simplified illustration of this pro- 
cedure: 

Suppose three banks, “A,” and “C,*’ to be members of a clear- 

ing house. At the close of a day’s operations their representatives meet 
and find that: 



In this case "‘A” would pay $3,000 in cash to the clearing house asso- 
ciation, and the latter would pay a like amount over to “C.” The re- 
maining items entirely offset each other. With $3,000 in cash $55,000 
of business has been transacted, and the banks have settled all their 
mutual indebtedness. Commercial banks in all the large cities clear 
their obligations to each other by this method of offsetting checks- In 
the New York Clearing House a tremendous volume of clearings takes 
place with a surprisingly small amount of cash. Banks not members of 
a clearing house association can clear their checks through other banks 
wdth which they have dealings, and which are members. 

In this country there is a growing tendency for bank clearings to 
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be effected through the Federal Reserve Banks which are located in 
twelve important financial centers. Nearly every bank has a deposit 
account with one of these Federal Reserve Banks. Hence, checks in 
the possession of one bank drawn upon another can be sent to the 
Federal Reserve Bank and the amount credited to the deposit of the 
bank presenting them. The Federal Reserve Bank then deducts a cor- 
responding amount from the deposit of the bank against whom the 
checks were drawn. The latter, in turn, probably has checks to be 
credited to it and debited against other banks. So in the Federal Re- 
serve Bank the various obligations of the individual banks to each 
other are offset the same as in the clearing house. 

Clearings can also be made between different cities through the 
Federal Reserve Banks. Each Federal Reserve Bank keeps a deposit 
of gold certificates in a Gold Settlement Fund at Washington. Claims 
in New York against banks in other parts ol the country, such as Chi- 
cago, are sent to the New York Federal Reserve Bank for collection. 
Similarly, Chicago claims against New York find their way to the 
Chicago Federal Reserve Bank. The claims are offset against ea( h 
other, and if any balance is due, let assay from CHiicago to New York, 
the amount is deducted from the Chicago bank's deposit in the Ck)ld 
Settlement Fund and credited to the account of the New York bank. 
Not unless there is a steady flow of claims in one direction which can- 
not be settled in this way will there be any actual shipment of gold 
certificates between the two cities. The same principle applies in deal- 
ings between other sections of the country. 

The clearing house system makes it possible to carry on the busi- 
ness transactions of a nation very largely by a system of bookkeeping 
entries. It is a marvelous mec hanism of circulating credit, which makes 
possible the processes of exchange with the least possif>le use of c ash. 
About nine-tenths of all the business done in this country is paid lor 
in this way. We see, then, that bank deposits cotistitute by far the 
most important part of our medium of exchange. 

Deposit Reserves. — In view of the tact that banks are not called 
upon to meet very many c:)t their deposit obligations in cash, they are 
able to lend their credit to an amount greatly exc ceding the cpiantity 
of cash in their possession. Hence they commonly expand the volume 
of their loans to many times the sum ol then cash holdings. However, 
any depositor has the right to claim a [>art or all of his deposit in ( asli, 
and every bank constantly receives some sucfi demands. People need 
cash to carry in their pcrc kets tor small daily transactions; bu.sim*ss 
firms may pay their employees in casir; gold may be needed to meet 
debts abroad, and so on. Therefore, the banks are compelled tcj keep 
some cash reserve to meet such demands. Experience lias shown that 
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about five or ten per cent of their total deposits is sufficient to meet 
all ordinary needs for this purpose. 

If all depositors were to demand cash to the full amount of their 
deposits at one time, the banks could not supply it. The total of all 
the cash in the country does not begin to equal the total of bank de- 
posits. Being unable to meet their debts, the 'banks would be legally 
insolvent, and forced to close their doors. So long as everything runs 
smoothly, however, this situation does not arise, for depositors have 
no occasion to ask for the cash. Ordinarily the banks can rely upon 
this fact with perfect safety. But if anything happens to upset the de- 
positors’ confidence in the banks, they may begin to demand cash. 
The failure of a large bank, or some similar circumstance, may pre- 
cipitate such a situation. When large numbers of depositors begin to 
draw out their funds in cash, there is said to be a “run” on the bank. 
If the “run” spreads to other banks, their combined efforts may be 
unable to cope with the situation. They have not enough cash to meet 
the demands. A financial panic may be precipitated, in which every- 
body wants cash which is not to be had, and business is paralyzed for 
a time. 

Because of the possibility of a panic, and because banks are tempted 
by the desire for profit to expand their loans beyond the limit of 
safety, deposit banking is strictly regulated by law. Confidence in the 
integrity of the banks must be maintained if panics are to be avoided. 
Banks must not be allowed to expand their deposits recklessly if de- 
positors are to be protected from loss. Hence, legislation specifies the 
nature and amount of bank reserves that must be held against deposit 
liabilities, and to some extent the kind of loans that a bank can make. 
The deposit reserve provisions of the banking laws in the United 
States will be described in connection with the Federal Reserve Sys- 
tem, below. 

The Relation Between One Bank and Other Banks of the System. 
— We have seen that the various banks of a banking system have re- 
ciprocal obligations, caused by checks on each of them being deposited 
in others, which checks are commonly offset through the clearing 
process. However, if a bank owes more to other banks than they do to 
it, the balance cannot be offset, but must be paid in cash. Hence any 
bank which is continually in debt to other banks will steadily lose cash 
from its reserves. In order to maintain the cash reserves required by 
law and by good banking practice, it will be compelled to reduce the 
volume of its loans until the volume of its deposits shrinks to the 
point where checks drawn against it and deposited with others are 
offset by checks drawn against other banks and deposited with it. In 
this way, a general balance between all the banks in the banking sys- 
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teni is maintained, the available cash being distributed among them 
in proportion to the demand for it in various localities, and the vol- 
ume of deposits in each being adjusted to the cash reserves which it 
is able to maintain. 

Now if. in such a balanced situation, one bank expands its loans 
independently of other banks, it will find itself in the position just 
described, where it is continually in debt to others; for the increased 
volume of checks drawn against the now enlarged volume of deposits 
will no longer be offset by checks Iield against other banks, and the 
difference must be paid in cash, impairing the expanding bank’s re- 
serves. It will presently be forced to protect its reserve by curtailing 
its loans, until it is in balance with the other banks once more. It is 
to be concluded that one bank cannot expand its loan deposits out of 
proportion to the deposits of other banks. 

A similar proposition holds with respect to contraction of loans. If 
a single bank, having previously been in such balance with the other 
banks that its checks were just offset, so that it was neither losing nor 
gaining cash, reduces its loans (and hence its deposits), checks drawn 
against it and held by other banks will fall short of the cliecks drawn 
against other banks held by it. It will collect the difference in cash, 
causing its cash reserve to increase. Now this accretion of cash repre- 
sents a potential source of profit, which can be utilized only if the 
bank can secure borrowers to utilize deposits built upon the new re- 
serves. Xhe bank is stimulated to seek new business and expand its 
deposits. At the same time, the loss of cash by the other banks is forcing 
them to refuse to extend credit, so that customers seeking loans are 
likely to be driven to the bank which has the excess of reserve. So, the 
deposits of the latter expand, until this bank is in balance with the rest 
once more. It is to be concluded that one bank is not likely to contract 
its loan deposits out of proportion to the deposits of other banks. 

Expansion and Contraction of Bank Credit. — It is entirely pos- 
sible, however, for the banks generally to expand or contract their 
loans simultaneously. If they are all expanding together, their mutual 
obligations will increase in rough correspondence. Xhe increased 
checks drawn upon each can be offset by the increa.sed checks drawn 
upon the others; so long as the movement is even, none need gain cash 
at the expense of the rest. However, with given legal reserve require- 
ments, the amount of such expansion is limited by the total amount 
of cash reserves in the whole banking system. As we have seen, with- 
drawals.of cash by depositors for the making of cash payments in their 
ordinary business transactions will tend to vary directly with the 
total volume of deposits, and will expand as the latter expands. If the 
loans are too great, the cash withdrawn will reduce the reserves below 
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the amounts required by law and by the needs of banking practice. 
This will force the banks to reduce their loans until the necessary 
reserves are restored. The limit to contraction, on the other hand, is 
the volume of cash in the banks. Loans might be reduced to zero, theo- 
retically, but deposits could not fall below the amount of cash left 
with the banks for safe-keeping. It appears, then, that the cash reserves 
constitute a sort of anchor, to which bank credit is tied, but that the 
cord which ties them is an elastic one, which can stretch up to a certain 
limit, or shrink to a minimum. 

Within these limits, deposits do fluctuate considerably in magni- 
tude, depending upon the demand of business men for loans. If busi- 
ness activity is great, more loans will be made, and bank credit may 
expand up to the maximum permitted by the reserves; if business is 
dull, fewer loans are likely, and bank deposits may shrink to a rela- 
tively small volume. In the latter case, bank reserves are said to be 
excessive, or partly idle. Thus, while over long periods of time the 
average volume of bank deposits will bear a fairly constant ratio to 
the average size of the reserves, over shorter periods the ratio is quite 
variable. These short-period fluctuations really constitute repeated 
inflations and deflations of money, the effects of which may be very 
disturbing to the economic process, as we shall see. 

How Cash Increases and Decreases Affect the Banking Process. — 
What has just been said shows that there is a more or less definite av- 
erage relation, over long periods, between the volume of bank credit 
and the size of the bank reserves. It follows that if more cash flows 
into the reserves, a corresponding expansion of bank deposits is likely 
to take place sooner or later, and that if the cash reserves shrink, there 
will be a corresponding contraction of credit. A closer examination 
of how this takes place will give a clearer understanding of the manner 
in which the banks collectively are able to build up a volume of de- 
posits many times greater than the cash which they hold. 

New cash may be introduced into the monetary system by the min- 
ing of new gold or silver which is sold to the government in exchange 
for paper money; or, gold or silver may be imported from abroad in 
payment for goods exported from this country; or, the government 
may issue some fiat paper money. The additional cash is deposited in 
a certain bank or group of banks. Let us suppose that the reserve of 
a large city bank is increased by 00,000 in this way. This will make 
possible some expansion of its loans, such loans taking the form of 
increased demand deposits. We have seen, however, that such an ex- 
pansion will entail a considerable loss of cash to other banks on the 
part of the one which is expanding. The borrowers will draw checks 
against most of the new deposits with which they have been credited. 
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and a considerable proportion of these checks will find their way into 
other banks. If the expanding bank has previously been in such bal- 
ance with other banks that it was just able to offset the checks drawn 
against it, it will now be faced with an excess of debts to other banks 
which cannot be offset. Therefore, it must settle the claims against it 
by giving up some of the new cash which it has received. Experience 
indicates that, if a ten per cent reserve is to be held against the new 
loans, the total volume of the latter must not greatly exceed the initial 
amount of new cash on which they are based. In other words, if the 
bank lends $100,000, it will lose about $90,000 of cash to other banks. 
Of its original cash increase of $100,000, it will then have $10,000 
remaining as reserve for the new loans. The $100,000 of new cash 
deposited supports loan deposits of an approximately equal amount 
in the bank which first receives the cash. 

Now, if $go,ooo of the new cash is lost to certain other banks, their 
reserves are temporarily increased by this amount, on which they, like- 
wise, can build up an equal volume of loan deposits. We now have 
new deposits totaling $190,000 as a result of $100,000 of new cash en- 
tering the monetary system. But this is not ail. Of the $90,000 added 
to the reserves of the second group of banks, ninety per cent, or $81,- 
000, will in turn be lost to a third group, and will be used as the 
basis for a corresponding expansion of loans. This will go on from 
bank to bank, in a decreasing series, like this: $100,000 -j- $90,000 -f* 
$81,000 -f- $72,900 -f- . . . until the items approach a limit of zero. 
The total sum of this series is $1,000,000. So, if cash reserves of ten per 
cent are maintained, a given increase in cash will support deposits of 
ten times as much in the hanking system. If reserves of twenty per 
cent are kept, the volume of loans supported can be five times the 
amount of the cash; if reserves of five per cent are maintained, the 
loan deposits can be twenty times as great. 

A withdrawal of cash from the reserves of any bank starts a chain 
of contraction which is the converse of the expansion just described. 
With its reserves depleted, the bank first affected must reduce its loans 
by an approximately equal amount to the cash that has been with- 
drawn, provided its loans were previously at the maximum which its 
then reserves would support. This means that there will henceforth 
be fewer checks drawn against it to be offset in the clearing process; 
consequently, other banks will have to settle more of tlieir obligations 
to it in cash. Their reserves will shrink by nine-tenths the amount of 
the original cash withdrawal, forcing an approximately equal shrink- 
age of loans. Other banks in turn will lose cash and reduce loans until, 
when the whole series is completed, the total reduction of deposits 
will be ten times the amount of the original cash withdrawal. 
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However, a bank is not compelled to expand its loans when its cash 
reserves are increased, and will not, unless business conditions at the 
time are favorable. Likewise, a bank is not compelled to contract its 
loans when its cash reserves are decreased, unless its reserves were 
previously at their minimum. Therefore, the processes of expansion 
and contraction described must be regarded as tendencies which will 
manifest themselves more or less, according to circumstances. 


B. The Regulation of Banks 

The Changing Objectives of Regulation. — The banking system 
plays so important a part in the economic processes of modern times 
that if it does not perform its functions well, serious disturbance to 
the business world may result- In order to prevent such disturbance, 
governments usually subject the banks to a considerable amount of 
regulation. 

The objectives of this regulation in the United States have been 
slowly changing. In the beginning the result aimed at was chiefly 
the safety of bank credit. Safety was interpreted as redeemability of 
bank notes or deposits in standard money. If a bank is unable to re- 
deem its notes or deposits, it fails, and the note-holders or depositors 
lose part or all of the funds which they hold in these forms. If a con- 
siderable number of banks find themselves in this situation simul- 
taneously, a panic is likely to occur; whereupon the whole structure 
of bank credit temporarily collapses. There is then not enough money 
with which to carry on exchange, and business activity is paralyzed. 
Therefore, early regulative legislation was designed to preserve the 
integrity of notes and deposits by requiring the banks to maintain 
adequate reserves, and by other measures. 

As time went on, a second objective, which may be termed elasticity, 
was stressed- By elasticity is meant the ability of bank credit to expand 
and contract with the needs of business. It will be recalled that bank 
credit grows out of loans to business men. It was felt that when busi- 
ness men demanded more credit, the banking system should be in a 
position to supply it; but that when this demand fell off, the quantity 
of bank money should shrink correspondingly. Thus the volume of 
bank credit would respond automatically to the pace of economic ac- 
tivity. Since both bank notes and bank deposits are payable on de- 
mand, however, elasticity must not be allowed to impair redeema- 
bility. Too much expansion of credit might be at the expense of safety. 
To provide against this, liquidity was insisted upon. By this was meant 
that the loans on which bank notes and bank deposits were based 
must be “liquid" (i.e,, easily converted into cash). For instance, a loan 
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is liquid if it is secured by stock exchange collateral (stocks or bonds 
which are listed on the stock exchange, pledged to the bank as se- 
curity), because, if the borrower fails to meet his obligation when 
due, the banker can recover the funds loaned by selling the collateral 
on the exchange. Short-time loans are more liquid than long-time 
loans, because they must be paid off in c:ash by the borrowers in the 
relatively near future. If the banks are faced by growing demands for 
cash, they are more likely to be able to meet these demands if they 
can count on an inflow of payments from expiring loans. If a bank’s 
investments are in the long-time market, its assets are more likely to 
be “frozen” — that is, not readily convertible into cash. Hence, such 
investments were considered dangerous for banks that issued demand 
notes or deposits. 

The objectives of elasticity and liquidity have led to rather compli- 
cated legislation providing, among other things, for somewhat flexible 
minimum reserve rec]uirements. for central banks to make loans to 
other banks faced with greater demands for credit than they can meet 
out of their own resources, and for certain requirements as to the kinds 
and qualities of loans that commercial banks are permitted to make. 

The objectives of safety, elasticity, and liquidity are based on the 
idea that the primary function of banks is to lend money for business 
operations. We have learned, however, that contemporary monetary 
theorists hold that the most important function of commercial banks 
is to supply the community with deposit money. Recognition of this 
leads to a conception of the objectives toward which bank regulation 
should be aimed somewhat at variance with those which Have already 
been stated. In practice, elasticity of bank credit causes a dispropor- 
tionate expansion and contraction of deposit money, with disturbing 
effects upon prices. When the volume of bank credit increases, prices 
go up, profits increase, and business is stimulated; when credit con- 
tracts, prices go down, profits decline, and business activity is retarded. 
Recent investigations indicate that the elasticity of bank credit is 
partly to blame for upsetting the balance of industry and causing busi- 
ness depressions. Many economists now believe, therefore, that bank 
policy should be directed towards a new objective — stability. Accord- 
ing to this view, bank credit should be manipulated so as to prevent 
any monetary influence tending to disturb prices, and so as to promote 
business stability. 

The rise of this newer attitude has led to a division of opinion 
among experts in the field of banking. One group, which may be 
called the coTYiTneTcicil bankings school, emphasizes the loan function 
of commercial banks and believes that the object of bank regulation 
should be to make loans responsive to the needs of business, with ade- 
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quate safeguards for bank solvency. Therefore they stress safety, elas- 
ticity, and liquidity as proper criteria for bank regulation. Most of 
the existing bank legislation in this country is based on these prin- 
ciples, and most of the practical bankers, as well as the regulating 
authorities, can be classed as adherents of this school of thought. The 
other group, which may be called the monetary school, stresses the 
monetary function of commercial banks and believes that the proper 
object of bank regulation should be control of the volume of bank 
credit in such a way as to promote business stability. The majority 
of academic monetary writers probably belongs to this group. Their 
influence is gradually coming to be felt in legislation and in the policy 
of the monetary authorities. 

The National Banking System, — Bank regulation in the United 
States on a national scale began with the passage of the National Bank- 
ing Act in 1863. Prior to that time there were no national banks, but 
many banks scattered throughout the country, acting under charters 
from the several states. The states did not regulate these banks suf- 
ficiently, with the result that bank notes were recklessly issued and 
many banks failed because of their inability to redeem the notes when 
called upon to do so. The period has been described as one of “wild- 
cat” banking. 

The new law was designed to correct these abuses. It provided that 
national banks might be incorporated by the federal government, sub- 
ject to certain measures of regulation. There was required a certain 
minimum of capital (to prevent the incorporation of banks with inade- 
quate resources), the accumulation of surplus in addition thereto, and 
the holding of certain minimum reserves against deposits. The banks 
'^vere also required to make periodic reports to the Comptroller of the 
Currency, and to submit to thorough examination of their books by 
members of his staff at least twice a year. All these provisions are still 
in effect, although some of them have been modified in certain de- 
tails. 

The issuing of notes by state banks was effectively stopped by the 
placing of a ten per cent tax thereon. This gave a monopoly of note 
issue to the national banks under conditions set forth in the law, which 
were designed to maintain their convertibility.- State banks were still 
permitted to exist, however, and thousands of them now continue to 

2 Banks were required to purchase United States government bonds with a par or 
market value (whichever was lower) equal to the amount of note issues. These were 
deposited as security for the note issues with the Treasury of the United States. As addi- 
tional security, the hanks had to deposit with the '^rreasury lawful money equal to five 
per cent of the notes put into circulation (lawful money then consisted of geld or silver 
coin or certificates and United States notes. In 1934, all forms of cash in this country 
were made lawful). The United States government guaranteed the redemption of the 
notes and it maintained the five per cent reserve fund for this purpose. 
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do a commercial banking business. A large volume of national bank 
notes were issued under the prescribed conditions from time to time. 
They continued in circulation until 1935, in which year their gradual 
retirement was begun in order to remove from our currency a form 
of money which was judged to be too inelastic, and over the volume 
of which the government had little control. 

It will be observed that the national banking system thus estab- 
lished was aimed primarily at safety, by providing a system of national 
banks with adequate capital and surplus, well-secured notes, and sub- 
stantial deposit reserves. The results, however, were somewhat disap- 
pointing. In spite of this provision, panics occurred, and there were 
various other difficulties. It was concluded that the system was too 
rigid and that greater elasticity of credit, under governmental con- 
trol, was needed. In foreign countries, such control had been exer- 
cised through the medium of central banks, closely affiliated with the 
government. These banks w^ere bankers’ banks, i.e., they made loans 
to other banks, thereby making it possible for the latter to extend fur- 
ther credit to business men when the latter demanded more funds 
than the smaller banks could provide out of their own reserves. The 
central banks also had a monopoly of note issue. It was believed that 
a somewhat similar system might prove successful in the United States. 
Accordingly, in 1913 there was passed the Federal Reserve Act, which 
supplemented our decentralized system of national banks with some 
central banking machinery. 

The Federal Reserve System. — The basis of the system rests in 
twelve central banks, known as Federal Reserve Banks, located in 
important cities in the various parts of the United States. “ These are 
bankers’ banks; that is, they do business with other banks, known as 
member banks. All national banks are required to become members; 
state banks may do so, and many of them have joined. Member banks 
must subscribe to the capital of the Federal Reserve Banks, and they 
have a voice in the management thereof, as well as a share in the profits. 
Of the nine directors of each Federal Reserve Bank, six are appointed 
by the member banks (three representing the banks, and three repre- 
senting other business interests), and three by the Board of Governors 
of the system. The Federal Reserve Banks are thus semi-public, semi- 
private institutions. Owned and partly managed by private banks, 
they nevertheless exist for a public purpose, and are subject to a 
great deal of control by a central Board of Governors (commonly 
known as the Federal Reserve Board). 

This Board consists of seven members, appointed by the President 

» They are located at Boston, New York, Philadelphia, Cleveland, Richmond, Atlanta, 
Chicago, St. Louis, Minneapolis, Kansas City, Dallas, and San Francisco, with numerous 
branches in other cities. 
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of the United States. Its powers over the Federal Reserve Banks, and 
through them, over our entire banking system, are sweeping and im- 
portant. In addition to appointing three of the directors of the Fed- 
eral Reserve Banks, its approval is required for the selection of the 
presidents of these institutions, and it may also suspend or remove 
any of their officials at its discretion. It controls the issue of Federal- 
Reserve Notes by the Federal Reserve Banks, and it has power to fix 
the rate of rediscount which they charge for loans. Within limits, it 
may also alter the reserves which member banks must hold against 
their deposits. The Board can compel one Federal Reserve Bank to 
rediscount the discounted commercial paper of other Federal Reserve 
Banks, if that seems necessary. Through its Open Market Committee, 
it has a major voice in directing certain open market operations, pres- 
ently to be described. By means of the Board of Governors, the Federal 
Reserve System is centralized and coordinated into a unified whole. 
Its sweeping authority causes the success or failure of our banking 
system to rest very largely in its hands; hence its integrity and free- 
dom from political influence are vital matters of public concern. 

The relationships between Federal Reserve Banks and the other 
banks of the system center mainly in three things — rediscounting, the 
banking reserves, and open market operations. It is through these, 
for the most part, that the Board of Governors exerts its control. In- 
cidentally, the Reserve Banks perform certain other functions. They 
supply the community with paper money, in the form of Federal Re- 
serve Notes. They provide a means of clearing checks between mem- 
ber banks. They also act as custodians of funds, and as fiscal agents, 
for the federal government. The last of these activities is not of suf- 
ficient importance for the economic process at large to require our 
attention. The clearing operations have already been described. Re- 
discounting, the bank reserves, open market operations, and Federal 
Reserve Notes need some further explanation. 

Rediscounting. — The Federal Reserve Banks do business with 
other banks; for the most part they do not have relations with the 
public at large. Chief among their operations is the making of loans 
to member banks through the process known as rediscounting. This 
process may be illustrated by an example. Let us suppose that a bank 
in Springfield, Illinois, has demands for loans from its customers which 
are greater than its present resources enable it to supply without over- 
stepping the limits of the minimum reserves required by law. It de- 
sires to accommodate these customers. In the course of its ordinary 
business operations, this bank will have discounted many of its cus- 
tomers’ notes. That is, it has granted loans to them (in the form of 
bank deposits) to the amount of their promissory notes, less interest 
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thereon for the time the loans are to run. The bank holds these dis 
counted notes — discounted commercial paper, it is called — as securif) 
for the loans. It can now take some of this commercial paper to its 
Federal Reserve Bank in Chicago and have it rediscounted; that is, 
the Federal Reserve Bank will issue a new loan to the Springfield 
bank, holding tlic already once-discounted paper as security. The 
member bank in Springfield now has a deposit with its Federal Re- 
serve Bank to the amount of the commercial paper it has placed with 
it, less the rediscount. The deposit thereby created with the Federal 
Reserve Bank can be counted as part of the legal reserve of the mem- 
ber bank. With this additional credit at its disposal, it can increase its 
loans to the business men of Springfield and prevent the stringency 
of credit which otherwise would have been felt. If such rediscounting 
is going on pretty generally, there may be a nationwide expansion of 
credit. 

The rate of rediscount is controlled by the Board of Governors. If 
it believes that credit expansion is needed, it can encourage such a 
development by lowering the rate, thus making it cheaper for mem- 
ber banks to borrow from the Federal Reserve Banks and making it 
more profitable for the former to lend to their customers. If the Board 
believes that contraction of credit is desirable, it can raise the rate of 
rediscount, thus discouraging loans by making them more expensive 
to the borrowing banks. The rediscounting process is supposed to give 
elasticity to bank credit, by permitting it to expand and contract with 
the needs of business; control of the rediscount rate is intended to 
prevent such expansion or contraction from going too far. 

Deposit Reserve Provisions. — A further element of elasticity (with- 
out loss of safety) is supposed to be provided by the reserve recpiire- 
ments of the system. Under the National Banking System, tlie deposit 
reserves of the national banks were excessively high and rigid. Under 
the Feclei“al Reserve System, they are lower and more flexible. As the 
law now stands (1941), the reserves must not be less than thirteen per 
cent for member banks in New York and Chicago (designated as 
‘'central reserve cities”), ten per cent in other large cities (“reserve 
cities”), and seven percent in the smaller towns. Since 19:^5, however, 
the Board of Governors has had power to raise these recpiirenients, 
at its discretion, up to amounts not exceeding twice these figures. 
By exercising this power it can check somewhat the tendency to credit 
expansion which is latent in large excess reserves; by lowering the 
requirements again when reserves grow smaller, it can offset contrac- 
tion of credit somewhat. The Board of Governors has the further 
power, in times of emergency, to suspend the reserve rec|uirements 
for thirty days and to renew tlie suspension tor periods of fifteen days, 
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but the banks whose loans exceed the amount that would be permitted 
by their reserves must then pay a tax on the excess thereof. On time 
deposits, where large reserves are less necessary, the law specifies min- 
imum reserves of only three per cent. 

The required reserves must be kept in the form of deposits with the 
Federal Reserve Bank of the appropriate district. This means that 
the member banks’ reserves really consist of Federal Reserve Bank 
deposits, which, as we have seen, may be established through the proc- 
ess of rediscounting. The Federal Reserve Banks, in turn, must hold 
reserves of thirty-five per cent in lawful money against their deposits. 
Thus our deposit reserves (except gold and silver, which are now kept 
mostly in the federal Treasury) are concentrated in the Federal Re- 
serve Banks. Expedience requires, however, that member banks keep 
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Figure 7. The Pyramiding of Deposits. 


a small reserve of cash to provide for withdrawals by their depositors. 
The concentration of reserves in the Federal Reserve Banks provides 
much greater security than was possible when the reserves were scat- 
tered among the individual national banks of the country, even though 
the proportion of reserves to deposits is less than before. With the 
reserves concentrated in the Federal Reserve Bank of a given district, 
they can be used to extend credit to any member banks of the region, 
which may have need for it. The law also provides that, in case 
of need, tlie surplus reserves of one Federal Reserve Bank can be 
transferred temporarily to another district where the situation is 
acute. 

It is noteworthy that the reserves of the member banks do not con- 
sist of cash, but of deposits in the Federal Reserve Banks. The latter, 
like any other demand deposits, are merely liabilities of the Federal 
Reserve Banks to pay cash on demand. The real cash reserves of the 
system, therefore, are those w'hich the Federal Reserve Banks hold 
against their deposits. The resulting situation is sometimes described 
as the pyramiding of deposits, because a large superstructure of de- 
posits is built upon a small reserve of cash, like an inverted pyramid. 
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This is illustrated in the drawing above (Figure 7). Since Reserve 
Bank deposits can be nearly three times the size of their cash re- 
serves, and member bank deposits about five to ten times their reserves 
of Reserve Bank deposits (depending on the legal minimum), the 
total of member bank deposits can rise to some fifteen or thirty times as 
much as the cash reserve on which they are based. However, tiie Fed- 
eral Reserve Banks can supply additional cash, if it is needed, in the 
form of Federal Reserve Notes. 

Federal Reserve Notes. — It member banks desire to convert their 
Federal Reserve Bank deposits into cash, the Reserve Banks have the 
privilege (subject to approval by the Board of Governors) of supplying 
a form of paper money known as Federal Reserve Notes. These are 
issued to the Reserve Bank by a member of its board of directors, 
designated as the Federal Reserve Agent, who acts in this capacity as 
an agent of the government. He is given rediscounted commercial 
paper on which loans were made to member banks, and holds it as 
partial security for the notes which are issued against it. These notes 
are obligations of the United States government, which formerly (prior 
to 1933) guaranteed to redeem them in gold upon demand. As the 
law now stands (1941), a reserve of one hundred per cent must be 
held to secure these notes, not less than forty per cent tliereof being in 
gold or gold certificates; the rest may consist of commercial paper or 
United States government securities. The notes are now legal ten- 
der, and they circulate readily because they are amply secured; (1) by 
the credit of the United States government: (2) by the credit of the 
business men upon whose rediscounted paper they were issued; (3) 
by the forty percent reserve fund of gold certificates; (4) by the gold 
in our Treasury to secure these certificates; and (5) by the assets of 
the member banks, which are indebted to the Federal Reserve Banks 
to the amount of the loans out of which the Federal Reserve Notes 
arose.^ 

The Federal Reserve Notes were intended to be an elastic form of 
money. Through the issuing of tlie notes against rediscounted paper, 
currency was supposed to expand when the needs of business required 
it. Contraction of the notes was expected to take place as follows: 
when the business men whose rediscounted paper is held as security 
pay back to the member bank the amount of the loans which this 
paper represents, the member bank must repay its loan to the Federal 
Reserve Bank, and if it has no new paper to deposit as collateral for a 

4 Fedeial Reserve Notes must be carefully distinguished from Federal Reserve Bank 
Notes Despite the similarity in name they are very different- Federal Reserve Bank 
Notes were former!) issued under conditions similar to those of National Bank Notes, 
and teinpoiary issues under other circumstances have twice fjeen made. However, they 
do not arise out of the rediscounting process, and they are not now an important part 
of our money system. 
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new deposit, the Federal Reserve Notes issued against the first loan 
must be withdrawn. However, an amendment to the Federal Reserve 
Act provides that when the loans behind the Federal Reserve Notes 
are repaid, in lieu of retiring them, the Reserve Banks may continue 
them in circulation by keeping a reserve of one hundred per cent in 
gold (or gold certificates) as security. During the first World War and 
after, huge quantities of gold came into this country in payment for 
our exports and loans abroad, and as this gold found its way into the 
Federal Reserve Banks, Federal Reserve Notes were allowed to circu- 
late against it. Now this part of the Federal Reserve circulation is in- 
elastic, for it depends in no wise upon the needs of business, and is 
contingent upon the somewhat arbitrary movement of gold reserves- 
A1 though the gold would no doubt have gotten into the monetary 
circulation in some form or other anyway, its use in this manner par- 
tially defeated the maintenance of elasticity of bank notes. 

Open Market Operations. — The open market operations of the 
Federal Reserve Banks constitute a device by which the banking au- 
thorities can exert a strong influence on the volume of funds available 
for loans without being dependent upon the spontaneous process of 
rediscounting. These operations are under the control of an Open 
Market Committee, composed of seven members of the Board of 
Governors and five representatives of the Federal Reserve Banks, 
chosen so as to represent five different sections of the country. If a 
Federal Reserve Bank has surplus funds for which there is no demand 
from member banks, it may go into the financial market, under the 
direction of this committee, and purchase certain types of commer- 
cial paper, government bonds, and foreign bills of exchange. The 
money it pays out for these purchases will be deposited by its recipients 
in the commercial banks, thereby increasing their deposits. In this 
way the Federal Reserve authorities can stimulate some expansion of 
bank credit if they deem it advisable to do so. If, on the other hand, 
they desire to bring about a contraction, they can sell in the open 
market such commercial paper or government bonds as they may have 
on hand. The money they receive from these sales will be drawn out 
of the commercial banks in this way: The buyers draw checks against 
their deposits in member banks to the order of the Federal Reserve 
Banks, to whom the paper is sold. This obligates the member bank to 
the Federal Reserve Bank, which obligation is met by canceling part 
of the member bank deposit with the Reserve Bank. Since the mem- 
ber bank deposit constitutes its reserve against the deposits of its owai 
customers, its capacity to extend credit to the latter is thereby re- 
duced. Open market operations can also be used to transfer funds 
from Federal Reserve districts where there is a surplus to districts 



212 


PRINCIPLES OF ECONOMICS 

where there is a lack, and the purchase and sale of foreign drafts can 
be used to help stabilize fluctuating foreign exichange rates. This last 
operation will be explained in a later chapter. 

The Insurance of Bank Deposits. — Notwithstanding tlie various 
regulations which are intended to provide safety of bank deposits, the 
number of bank failures in this country is very large. In the decade 
from ig2|5 to 1932 inclusive, 9,883 banks, with combined deposits of 
over four billion dollars, failed. There were four thousand failures in 
the single year 1933. Such failures represent losses of millions of 
dollars to depositors even in years of prosperity, while in times of 
business crises and depression the losses become enormous. The bank- 
ing collapse of 1933 convinced Congress that something would have 
to be done to protect depositors henceforth from such losses. There- 
fore a plan to insure the depositor was adopted. 

Under this plan a Federal Deposit Insurance Corporation was cre- 
ated. It is provided with a guarantee fund derived from the following 
sources: $150,000,000 was appropriated from the federal treasury; 
each Federal Reserve Bank w^as required to subscribe an amount ecpial 
to one-half of the surplus in its possession on January 1, 1933; and all 
other banks which participate in the plan are subjected to an annual 
assessment which amounts to about one-twelfth of one per cent of 
their average deposits. From this fund the corporation guarantees to 
reimburse all depositors in insured banks for losses of their deposits 
resulting from bank failures, up to a maximum of $5,000 each. All 
solvent member banks must enter into this arrangement, and non- 
mcinber state banks may participate. Since the latter must compete 
witli the member banks for customers, they are under strong pressure 
to join. All participating banks are subject to frequent examination 
by the examiners of the corporation for the purpose of checking un- 
wise practices and protecting their solvency. One advantage of the 
plan is that it thus brings more state banks under federal supervision. 
If a bank should fail, the corporation takes charge and proceeds to 
liquidate it. Insured deposits are paid out of the guarantee fund, 
either through transfer of the deposit claim to a new bank organized 
in the same community to take over the business of the insolvent one. 
or to some already existing insured bank, or in such other manner as 
the Board of Directors ol the Federal Deposit Insurance Corpoiation 
may prescribe. 

Summary 

Banks have two primary functions, viz., they make loans for financ- 
ing die time element in production and they create money, in the form 
of bank deposits. They also act as custodians for the safe-keeping of 
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money and as administrators of trust funds. The kinds of banks which 
specialize in the performance of these several functions are investment 
banks, savings banks, commercial banks, and trust companies. Insur- 
ance companies also supply funds for investment. Investment and 
savings banks act as intermediaries for gathering together the savings 
of individuals and placing them in permanent investments, thereby 
financing the construction of durable equipment. Commercial banks 
make short-time loans for business investments which result in quickly 
salable products; and recently they have also been putting funds into 
the long-time investment market. Their loans take the form of de- 
mand deposits subject to check. These banks exchange their own 
credit in the form of notes or deposits for the credit of business men 
by discounting the notes of the latter. Bank notes are paper money 
issued by commercial banks in the lending process, redeemable upon 
demand. Bank deposits represent the bank’s promise to pay the de- 
positor; they arise primarily out of loans. Through the transferring 
of deposit accounts by the process of clearing checks, these deposits 
circulate and perform the functions of money. To meet the demand 
for cash by depositors, money reserves are kept by the banks, accord- 
ing to law. Within the limits set by the reserve requirements, bank 
credit expands and contracts according to the demand of business 
men for loans. 

The objectives of bank regulation are safety, elasticity, liquidity, 
and business stability — the evolution being from the first toward the 
last. Federal regulation began with the national banking system, which 
provided for the incorporation of national banks, with suitable re- 
strictions as to note issues and cash reserves. Greater centralization 
of control was later provided by the Federal Reserve System. In this 
system, twelve Federal Reserve Banks engage in the activities of re- 
discounting commercial paper for member banks, holding deposit re- 
serves, issuing Federal Reserve Notes, and carrying on open market 
operations. A central Board of Governors has sweeping powers of 
control. The system is directed mainly toward maintaining safety and 
elasticity of bank credit- To protect depositors from losses occasioned 
by bank failures, bank deposits are guaranteed by the Federal Deposit 
Insurance Corporation. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The subject of banking is so closely connected with that of money that 
the literature of the two is largely coextensive; hence the references men- 
tioned at the close of the last chapter are also applicable to this one. The 
following are also especially pertinent to the topics discussed in the present 
chapter: 
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Lauchlin Currie, The Supply and Control of Money in the United States 
(2nd edition, 1935). This work develops the thesis that the primary func- 
tion of commercial banks is a monetary one, and it discusses ways and 
means for controlling the amount of deposit money. 

C, A. Phillips’ Bank Credit (1920), gives a detailed description of bank- 
ing operations, and is especially noteworthy for its analysis of bank credit 
expansion and contraction. 

J. M. Keynes’ elaborate and original Treatise on Money (1930) is one of 
the most significant of recent contributions to the subjects discussed in 
this and the next tw^o chapters. 

For clear, brief accounts of the Federal Reserve System see E. W. Kem- 
merer’s The A, B, C of the Federal Resewe System (10th edition, 1936), and 
the Board of Governors’ own pamphlet The Federal Reserve System, its 
Purposes and Functions (1939). 



Chapter X 


THE FLUCTUATING PRICE LEVEL 


A. The Nature and Consequences of Price Level Movements 

Changes in the Price Level and Their Measurement. — In the last 
two chapters several references were made to the upward and down- 
ward movements of the price level brought about by monetary causes. 
Everyone who lived through the second and third decades of the 
present century became keenly aware of these movements. The first 
World War started a great rise in prices which culminated in 1920. At 
the end of this period, prices fell sharply for about a year, remained 
fairly steady until 1929, then fell steeply again until 1933, when they 
started upward once more. While general changes of this sort are 
clearly discernible, the prices of all goods do not move exactly in 
unison. Potatoes may be dear in a year when tomatoes are cheap; the 
price of building materials may be going up while that of coal is 
falling. Nevertheless an average of all individual fluctuations will 
usually show a movement upward or downward over a period of time. 
Such is the behavior of the general level of prices. 

This general movement can be measured by a device known as an 
index number. The index of wholesale commodity prices computed 
by the United States Bureau of Labor Statistics will serve as an il- 
lustration. This bureau now keeps a weekly or monthly record of 
the wholesale prices of nearly a thousand representative commodities. 
From this record it is able to ascertain the average price of each com- 
modity in any given year. To obtain the index of all the prices for 
that year, what may be described as a “weighted aggregate” is worked 
out. A simple sum of the prices of the many articles recorded would 
be unsatisfactory in making comparisons with other years, because a 
great change in the price of some relatively insignificant commodity 
might influence the total unduly. Each article is therefore given its 
due importance in the aggregate by “weighting" its price. That is, its 
average pric e for the year is multiplied by the estimated quantity of 
that article which was marketed in the year 1919, as shown by a census 
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which was taken in the latter year. For instance, clover seed is a com- 
modity very little used. Only 467,000 hundredweight of it were mar- 
keted in 1919. Changes in its price should, therefore, be minimized 
in computing the index of prices. On the other hand, granulated sugar 
is a staple product of very great importance; 7,884,900,000 pounds of 
it were marketed in 1919- Hence, changes in the price of this com- 
modity should be given more weight in the index than those in the 
price of clover seed. By multiplying the two prices by the quantities 
given, this effect is obtained. 

The sum of all the prices, so weighted, gives the aggregate for the 
year. This aggregate can then be compared with the similar aggre- 



Figure 8. Wholesale Commodity Prices in the United States since 1800. 

Base, 1926=* 100. 


gate of prices in some other year which has been selected as the basis 
for comparison. Most rec ent index numbers take some year shortly 
before or alter the first World War as the base, because the war period 
was one of abnormal price upheaval. The index number in any given 
year is shown as a certain percentage of the prices in the base year, 
which, in Figure 8, is 1926. For instance, the index tor as there 

shown, was 86. This means that the aggregate of wholesale prices for 
that year, when divided by the aggregate lor 1926, gave .86 as the 
quotient; and it shows that the level of prices in 1930 was 14 per cent 
lower than that of 1926. 

A world coinparisc^n of index numbers shows that in every country 
the price level is subject to considerable fluctuation. At times tlie 
change may be gradual; again, it is erratic* and extreme. Figure 8 shows 
in graphic form the movement of x^holesale prices in this country 
since 1800.^ It will be observed that, during this period, there were 
three violent upward movements, followed by similarly violent de- 

1 The figures are those of the United States Bureau of Labor Statistics. 
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dines. Even when prices are not behaving in so erratic a manner, 
there is continual change going on, such as the gradual rise shown 
in the chart from 1896 to 1910, with lesser oscillations from year to 
year. A chart of prices for any other nation would show very similar 
changes. These facts indicate that price levels in the present economic 
order are very unstable. 

An Unstable Price Level Means an Unstable Dollar. — These 
changes in the general level of prices reveal corresponding changes in 
the value, or purchasing power, of money. When prices are high, the 
value of money is low (for it will buy less in commodities), and vice 
versa. By money prices we indicate changes in the values of commodi* 
ties, but if money itself changes in value, prices expressed in terms of 
it are rather unreliable. Our dollar, instead of being a fixed unit of 
measurement, is a variable one. This lack of stability in our standard 
of value causes a great deal of inconvenience. Imagine us buying 
groceries, using as our standard of weight a flexible unit which varied 
from month to month and from year to year! In purchasing a pound 
of sugar we would never know just how much of it we would really 
receive, and there would be all sorts of opportunity for miscalcula- 
tion and injustice, for at one time the grocer would be giving us less 
sugar to a pound than at another. Or, suppose we were accustomed 
to measuring cloth with a rubber yardstick, the length of which varied 
with the looseness or tightness with which it was stretched! In pur- 
chasing ten yards ol material we would never know just how mucli 
we were getting. We are in exactly this situation when we deal in 
terms of dollars. When a wage-earner accepts employment at a wage 
of forty dollars per week, he has no way of knowing just what his real 
wage will be, for his forty dollars will not always purchase the same 
quantity of economic goods. If a man borrows a thousand dollars, 
agreeing to repay it at a later date, he cannot know just how great 
an obligation he has really assumed; for if the value of money changes, 
he will have to pay back more or less real purchasing power, as the case 
may be. In measuring weight, length, volume, temperature, the flow 
of electric current, the heat-giving capacity of foods, and the like, we 
no longer tolerate such uncertainty. We have devised invariable units, 
such as the pound, the foot, the cubic foot, the degree (of tempera- 
ture), the ampere, the calory, and other standards which are fixed and 
invariable. But we have not yet achieved a fixed standard of value. 

The Effects of C hanging Price Levels on Debtors and Creditors. — 
One of the major dilficulties of a fluctuating price level is its disturb- 
ing effects on debtors and creditors. Suppose that a corporation en- 
gaged in manulacturing milk bottles has borrowed $25,000 in bonds, 
bearing five per cent interest, which bonds mature in ten years. Sup- 
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pose further that, when the bonds were issued, the company was doing 
business as follows: 

Annual sales (5,000,000 bottles @ 1 cent each) $50,000 

Expenses (excluding interest on the bonds) 45,000 

Net earnings $ 5,000 

If business continues at this rate, the company will have $5,000 
annually out of which to pay the interest charges of $1,250. leaving it 
$3,750. It can lay aside $2,500 of this as an amortization fund, which 
will be sufhcient to retire the bonds fully when they expire, and it 
will have a clear profit of $1,250 besides. Suppose, however, that there 
is a general fall of prices to half their former level. Presumably, the 
price of milk bottles will fall correspondingly. This will affect the 
company very disastrously, for, although many of its costs will fall 
along with prices, the interest and amortization charges on its debt 
will not. The new situation will be something like this: 

Annual sales (5,000,000 bottles @ Yz cent each) $25,000 

F.xpenses (half iormer amount) 22,500 

Net earnings (also hall former amount) $ 2,500 

Noav, after paying the yearly interest charges of $1,250, the company 
has only $1,250 remaining with which to pay for the retirement of its 
bonds. At this rate it cannot possibly redeem them when they fall due 
in ten years. Thus the company’s financial security has been seriously 
impaired. A corporation whose indebtedness was very large, entailing 
heavy annual interest payments, might be unable to meet even the 
interest, and would be forced into bankruptcy. 

Suppose, on the other hand, that prices rose to double their former 
level, instead ol falling, the price of milk bottles increasing corre- 
spondingly. The sales of the corporation would then be $100,000, 
and its expenses (exclusive of interest) $90,000, leaving net earn- 
ings of $10,000. It could then pay its interest of $1,250 and amortiza- 
tion charges of $2,500 with ease, and have a clear profit of $6,250 
-besides. The company would be prosperous. In both these cases, the 
corporation feels the effects noted because it is a debtor. Its debts 
having been contracted in terms of money, it loses if the purchasing 
power of money rises, gains if it falls. Any other debtor would be 
affected similarly. 

The effects on creditors are just the reverse. For instance, a bond- 
holder of the milk bottle corporation rec eives annually a fixed sum of 
money as interest on his bonds; and, he can look forward to the return 
ol a fixed money principal at the end of ten years. If prices fall, neither 
his interest nor his principal decreases — he receives just as much as 
before; but this money will buy more goods, because the latter are 
cheaper. His standard of living rises. On the other hand, if prices rise. 
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he loses. His interest and principal remain unchanged, but they will 
buy less goods. He feels keenly the pinch of the rising cost of living; 
his standard of living is reduced. All other creditors are in a similar 
position. If they depend mainly for their living on the fixed money 
income from their investments, they suffer a real hardship. 

We will realize how far-reaching are these effects if we consider the 
enormous number of persons who are in either a creditor or a debtor 
position. When the price level rises, millions of debtors (such as en- 
terprisers and stockholders — whose corporations are often doing busi- 
ness on borrowed funds) reap profits at the expense of millions of 
bondholders and other creditors. The creditors may b*^ educational 
foundations, who now find the income from their endowments inade- 
quate to meet the increased money expenses caused by a rising price 
level. They may be the recipients of insurance funds, painstakingly 
accumulated by someone through long years of saving, to provide 
what was expected to be an adequate income for helpless widows and 
children, or to care for the declining years of old age. The effect of 
the rising price level is equivalent to confiscation of part of the savings 
represented by these endowments and insurance policies. On the other 
hand, a falling price level makes it impossible for many debtors to 
meet their obligations. During the falling price level which accom- 
panied the Great Depression of the 1950’s, thousands of home-owners 
and farmers lost their homes and farms because of their inability to 
meet the interest on their debts. These debts consisted of mortgages 
couched in the form of fixed money sums, made at a time when prices, 
including the price of real estate, were high. When the fall in prices 
came, the money incomes of the mortgagors fell with them, until these 
incomes reached a point where it was no longer possible to pay the 
interest on the mortgages. Foreclosures followed, and the wealth of 
the unfortunate debtors passed into other hands. Falling prices also 
meant the bankruptcy of many business firms, with consequent stop- 
page of industrial activity and the creation of unemployment. 

Other Effects of Changing Price Levels. — An unstable price level 
also has far-reaching effects upon the prosperity of wage-earners. The 
labor market is sluggish, and money wages cannot be adjusted im- 
mediately to every change in the general level of prices. This is es- 
pecially true where wages are fixed by collective agTeements which 
have several years to run. If prices rise and wages do not, the laborer 
loses: if prices fall, he gains. There is, in fact, some tendency for 
wages to lag behind in periods of rising prices; but the organization 
of labor unions has made this less true than it formerly was. The 
unions are often able to force wages up as fast as prices rise — some- 
times even faster. Falling prices are almost certain to bring disaster 
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upon the laboring class, because they lead to unemployment. How- 
ever, for those laborers who continue to be employed, there is likely 
to be some gain, for their wages will not usually decline as rapidly as 
commodity prices. 

Rising price levels usually lead to increasing business profits, for 
business enterprisers finance their operations very largely on money 
loans, the amount of which remains fixed, while the selling prices of 
their merchandise increase. They also gain, as employers, from the 
lag of money wages behind commodity prices- Finally, they gain from 
the fact that, as prices keep going up, the money value of the goods 
which they have purchased is continually rising while it is in their 
hands. By laying in stores of materials or merchandise in advance, and 
selling them later, when prices have risen, they reap a corresponding 
profit. When prices fall, however, the effects upon business men are 
very disastrous, for now the reverse of the conditions just described 
takes place. The prices of goods in producers’ hands fall, so that there 
is loss on all stocks laid in in anticipation of future sales; wages fall 
more slowly than the prices at which commodities are sold; and money 
debts remain as great as before, while money incomes from business 
operations are declining. 

Because of these effects, rising prices have a stimulating effect upon 
business, promoting activity and causing a sort of feverish prosperity. 
Falling prices, on the other hand, have a depressing effect, causing 
stagnation. Hence, business men favor rising prices, and are likely to 
favor some inflation of bank credit to bring this about. They forget 
that such prosperity is purchased at the expense of other members of 
the community, who suffer by rising prices, and that eventually it 
brings about a disastrous reaction, as we shall see. Stability of the price 
level, and an even tenor of business activity, would promote a more 
healthy condition of economic life, and is greatly to be desired. The 
failure of the existing monetary system to provide it is one of the great 
weaknesses of the present economic organization of society. 

The Effects of Extreme Monetary Inflation and Deflation. — All 
these effects are most marked during those periods of extreme mone- 
tary inflation and deflation which were described in Chapter VIII. 
We can perhaps appreciate the enormity of the catastrophe involved 
in such inflation by considering how the wealth of thousands of people 
can be completely wiped out by it. Let us imagine the situation in 
Germany, following the first World War, when inflation in that coun- 
try had passed all bounds. Thousands of investors had put their sav- 
ings into mortgages on real estate, into the bonds of corporations, and 
into the bonds of the German government itself. In many cases these 
investments represented the entire fortunes of the investors. They 
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were debts contracted in terms of German marks, and they repre- 
sented, at the time of the loans, large quantities of wealth. Then marks 
began to depreciate and prices began to soar. When prices had in- 
creased so many times that every commodity sold brought into the 
seller’s hands thousands of times as many marks as it formerly had, 
it was a comparatively simple matter for the debtor corporations to 
pay off their bond issues and mortgages in the depreciated currency. 
It was as though a debt of thousands of dollars could be paid off for a 
few cents. In this way the debts of many corporations were easily 
discharged — at the expense of the creditors. The latter received as 
many marks as they had originally invested, to be sure; but these 
marks were practically worthless. The fortunes of the investors were 
gone. They had been defrauded of their wealth by the depreciation 
of the currency. Even creditors of the German government, who 
bought bonds in good faith, found the value of these bonds shrink- 
ing and shrinking, until they became so much worthless paper. 

The results of sharp deflation are likewise very serious. All the ef- 
fects of falling prices, described in the foregoing paragraphs, are 
aggravated. Debts cannot be paid, so that debtors and creditors both 
lose. Businesses fail by the thousands, factories close down, unem- 
ployment ensues. It is a time of general paralysis, accompanied by 
much suffering. 

It must not be supposed, however, that because the effects of fluctu- 
ating price levels are most pronounced in times of drastic monetary 
inflation and deflation, they are not a serious problem at other times. 
Any substantial change in prices creates disturbance. The problem is, 
therefore, a perennial one. 


B. The Causes of Price I.evel Movements 

The Equation of Exchange. — I.et us now proceed to consider the 
causes of these fluctuations- Enough has been said already to suggest 
that these causes are largely monetary. The problem is one of the 
changing value of money. Like other values, this value is chiefly a 
matter of demand and supply — the demand for and supply of money. 
The demand for money consists of all the goods which are offered 
in exchange for it; the supply is made up of all the means of pay- 
ment actually used in the purchase of goods. Since nearly all the 
goods produced are sold for money, and nearly all the money is used 
to purchase goods, it is roughly true that the value of money, and 
hence the price level, depends upon the ratio of money to goods. 

The same proposition can be arrived at by another line of rea- 
soning. If we give $4.00 of money for 10 pounds of coffee, the av- 
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erage price of the coffee is 40 cents per pound. That is, the aver.age 
price of one unit of the goods is equal to the total quantity of money 
paid for them, divided by the number oi units of the goods. If we 
let p equal the price of a unit of goods, m the money paid for them, 

and t the total ot goods bought, then p^~, Tliis is true ot any 
transaction; it must, therefore, be true ot all transactions put to- 
gether. That is, the average of all prices must be equal to the sum of 
all the money paid for goods, divided by the total number of goods 
sold. This simple proposition needs some elaboration. Let us look 
more closely at the two things — money and goods. 

The supply of money, we have learned, consists, firstly, of cash 
— gold and silver coin and bullion, government notes, bank notes, 
any other kind ot paper money, and subsidiary coins. It consists, 
secondly, of bank deposits subject to check (dernand deposits). How- 
ever, some of this money may be used little or not at all, while other 
portions of it may be used a great deal. Most of our gold and silver 
coin and bullion is securely locked up in government strongholds; 
it does not circulate in exchange. So long as this money is not actu- 
ally in circulation, it cannot enter into the determination of prices. 
It is likewise with demand deposits, carried on the books ot the 
banks; unless checks are actually drawn against them, they do not 
enter into the price-determining process. On the other hand, the 
cash and bank deposits which actually do circulate may be used over 
and over again in the course of a few weeks or months. Every time 
they are used they help to determine a price. Tlierefore, the total 
supply of purchasing power which really enters into the determina- 
tion of the price level consists of (a) the volume of money of all 
kinds in the community, and (b) the rapidity or velocity of circula- 
tion (i.e.j the turnover) thereof. 

The demand for money, we fiave seen, consists of all the goods 
which are offered in exchange lor it. These goods include not only 
physical commodities, but the services of laborers, the making of 
loans, the renting of real estate, and so on. In fact, every time there 
is a business transaction of any kind in which any commodity or 
service is offered in exchange for any form of money payment, the 
price level is affected thereby. Furthermore, if a given article passes 
through several hands (as when it is sold by a manufacturer to a 
wholesaler, by a wholesaler to a retailer, and by a retailer to a final 
consumer), a price is established at eacii such transfer. Therefore, 
it enters into the price level several times. VVe find, then, that the 
demand for money consists of tiie total number of units of com- 
modities and services that enter into exchange; or we may say. 
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simply, it consists of the total number of exchange transactions that 
take place within a given period of time. 

The relation between these various elements is most conveniently 
expressed in an algebraic formula, known as the equation of ex- 
change. This equation may be written as follows: P = - MY -. Here P 
stands for the average, or general level, of prices. M represents the 
total stock of money, including both cash and demand deposits,'^ 
either in active circulation or in bank or government vaults. V in- 
dicates the velocity of circulation, or rate of turnover, of this money.® 
T is the total volume of trade, or the number of transfers of com- 
modities and services entering into exchange. It will be observed 
that the value of P (the average, or general level, of prices) depends 
upon the ratio between the numerator and denominator of the frac- 
tion with which it is equated. The numerator of the fraction rep- 
resents the circulation, or “flow,” of money; the denominator rep- 
resents goods. Any increase in the flow of money raises the value of 
the numerator and tends to increase the magnitude of P, Any in- 
crease in the volume of trade, on the other hand, raises the value 
of the denominator and tends to decrease the size of P. So, the equa- 
tion is a convenient way of stating the truth, that the general level 
of prices varies directly with the flow of money and inversely with 
the flow of goods. It also indicates in some detail the various factors 
that are at work in determining the price level. 

The Quantity Theory. — The relationships expressed in the equa- 
tion of exchange are sometimes referred to as the quantity theory 
of money. This term is more accurately used, however, to describe 
a particular theory of prices which was once widely held by econ- 
omists, and is still defended by a tew. According to this particular 
theory, M (and especially that part of M which consists of cash) 
is supposed to be the most important item in the equation. In other 
words, tlie price level is said to be moved upwards or downwards 
by changes in the quantity of cash in the monetary system. To sup- 
port this theory, it must be established that the other factors which 
we have noted are either passive, or are dependent upon the quantity 
of cash. The quantity theorists believe that, in a given state of in- 
dustrial development, with established banking facilities and prac- 
tices, the velocity ol circulation of money is not actively changing; 

2 Some writers prefer to separate deposit money from cash in this equation. It is then 

MV 4 - M'V' 

written P = . where M stands for cash and M' Cor demand deposits, V and 

V' for their respective velocities of circulation. 

3 The velocity of that money which is held in the vaults as reserve is, of course, zero; 
hence this money has no direct effect upon the value of P at all. 
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hence, it can be taken as given, and will not be a significant cause 
of changes in prices. They assert, further, that the volume of trade 
changes" rather steadily and slowly. These two factors, therefore, are 
not thought to be important. There remain, then, only two factors — 
the volume of cash and the volume of deposit money. The amount of 
deposits is said to depend on the quantity of cash, because of the 
requirements concerning bank reserves. This is based on the fact, 
explained in the preceding chapter, that the amount of cash in the 
reserves sets a limit to the quantity of deposit money that tlie banks 



Figure 9. The Relation of Gold to 
Other Forms of Money. 


can issue. The quantity theorists admit that there may be some con- 
traction and expansion of bank deposits within these limits, over 
short periods, but they argue that, over longer periods, the average 
volume of deposit money will bear a certain relation to the volume 
of cash reserves. Hence, if the quantity of cash increases, deposit 
money will expand in the same proportion; if it decreases, deposit 
money will contract correspondingly. They argue further, that, if a 
country maintains the gold standard, since all its paper money, as 
well as its deposits, must tlien be convertible into gold, the wliole 
volume of the monetary circulation will denend on the quantity of 
gold in the system. This is illustrated in Figure 9. With a volume 
of gold of the si/e shown by the inner circle, an amount of paper 
money can be built up not exceeding tlie limit represented by the 
second circle, and deposit money not greater than the wider limit 
represented by the outermost circle. These limits change with the 
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quantity of gold, as shown by the dotted lines. By this chain of rea- 
soning it is sought to establish that cash, and particularly gold (in 
most cases), is the ultimately controlling factor in determining prices. 

This theory has ,been subjected to so much criticism in recent 
years that few economists now hold it, except in a very qualified 
form. The critics point out that the velocity of circulation of cash 
and of deposits, the volume of deposit money itself, and the volume 
of trade, are all subject to independent fluctuations from causes hav- 
ing no connection with the quantity of cash or of gold; therefore, 
changes in the price level cannot be attributed solely, nor even 
mainly, to the latter. Moreover, in an economy where goods are 
sold today to be paid for sometime in the future, it is possible that 
changes in prices may be the cause of changes in the quantity of 
money (instead of the result); for, -if business men obligate them- 
selves to make certain payments in the future, they may go to the 
banks and borrow the funds needed to fulfill these obligations, 
thereby bringing deposit money into existence. The reply, some- 
times made by quantity theorists to this objection, that these changes 
are confined to the short run, and that in the long run a certain 
average relation between the quantity of cash and the level of prices 
must hold, is beside the point. Short-run changes in prices may be 
just as significant as long-run changes; indeed, many of the most 
pressing problems of contemporary economic life are short-run prob- 
lems. Therefore, a theory which ignores the short run, and explains 
only long-run phenomena, is inadequate. Moreover, not even all 
long-run changes in the level of prices can be attributed to changes 
in the quantity of cash. Customs and laws may be equally important. 
For instance, the growth of deposit banking over the past few dec- 
ades has tended to increase the ratio of bank deposits to cash in the 
monetary system; and the passage of the Federal Reserve Act, in 
1913, greatly increased the quantity of deposit money which a given 
volume of reserves could support. In this case, deposits were the im- 
portant factor making for a rise in prices. 

All this is not to deny that changes in the quantity of cash will 
exert an important influence on the price level. Under gold standard 
conditions, an increase in the world output of gold does tend to 
swell the cash reserves of countries whose monetary systems are based 
upon gold, and this does tend to increase the volume of deposit 
money, thereby exerting an upward influence upon the price level, 
in the manner set forth by the quantity theory. The steady upward 
rise of prices, whicli took place in this and other gold standard coun- 
tries from 1896 up to the time of the first World War, was probably 
due to this cause, for this was a period in which new mining meth- 
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ods were greatly increasing the world output of gold. Also, a marked 
paper money inflation will undoubtedly raise prices sharply, as it 
did in most countries during and after the war. Subsequent defla- 
tion can produce a corresponding fall in prices.^ However, it is now 
fairly clear that changes in the price level cannot be attributed solely, 
nor even chiefly, to causes of this kind. Therefore the quantity 
theory, in its narrower form, cannot be upheld. It can be made ten- 
able only by qualifying it so much that it loses most of its significance. 

The Causes of Changes in the Price Level. — What generalization 
can we make, then, concerning the causes of changes in the general 
level of prices? Simply this, that any condition which affects any 
of the items in the equation of exchange is a potential cause of a 
change in the price level. Optimism on the part of business men, 
which causes them to anticipate higher prices, may cause such prices 
to be quoted, thus raising the value of P in the equation of exchange 
— and the flow of money may adjust itself to the new quotations. 
Pessimism may have the contrary result. An increase in the size 
of the specie reserves, either because of changes in the output of 
gold or silver, or because gold is flowing into a country in response 
to changing conditions of international trade, may affect M in the 
equation, and thereby change the level of prices. A change in the 
metallic content of the standard monetary unit may have similar 
effects. For instance, if the number of grains of gold in a standard 
dollar is reduced (as it was in 1933), more dollars can be circulated 
against a given volume of gold reserves, exerting an upward in- 
fluence upon prices. The issue or retirement of paper money tends 
to raise or lower the magnitude of M in the equation, and it in- 
fluences P correspondingly. The growth of banking' facilities also 
tends to increase M, and thereby to raise prices. Expansion of bank 
loans, in response to more active demand on the part of business 
men, has a similar effect. Contraction of loans works in the opposite 
direction. If a bank crisis occurs, with a general loss of confidence in 
bank credit, there may be a rapid shrinkage in M, with a sharp drop 
in prices. Changes in the volume of production, through their effects 
on T, tend to raise or lower the price level. Changes in the structure 
of industry may also influence prices, through their effect on the 
number of exchange transactions. For instance, the vertical integra- 
tion of business enterprises, by eliminating exchanges between the 
successive stages of production, decreases the size of T, and thereby 
tends to raise the price level. Finally, recent investigation has shown 
that the velocity of circulation of both cash and credit is subject to 
considerable fluctuation, so that these items, instead of being pas- 
sive, are now regarded as important influences. 
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Not all of the factors above enumerated act independently; there 
are numerous interactions among them. Sometimes several factors 
reenforce each other in such a way as to induce a general upward 
or downward movement of prices. For instance, an inflow of gold 
from abroad, by increasing bank reserves, may cause the banks to 
lend money more freely, and this may cause business men to in- 
crease their borrowing; thus M' expands with M. The resultant rise 
in prices may stimulate increased business activity, which increases 
the volume of T. Increased activity, in turn, speeds up the circula- 
tion of money, V. On the other hand, a change in one of the items 
of the equation may sometimes be offset by a compensating change 
in one or more of the other items. The increased velocity of money 
which accompanies business expansion is partly offset by the increase 
in the size of T which results from increased production. In view of 
all these considerations, it can be appreciated that the causes de- 
termining the level of prices are very complex. The factors at work 
in any given case cannot be ascertained by a priori reasoning, but 
must be discovered by careful analysis of all the surrounding cir- 
cumstances. The equation of exchange tells us where to look for the 
factors which are at work, but it does not tell us which influences 
are most active in the given situation. It is a tool of analysis, but 
not a complete explanation. 

The Money Balance Form of the Equation of Exchange. — In the 
form in which we have been considering it, the equation of exchange 
lays stress on the velocity of circulation of money as an active element 
in determining the price level. The item V represents money in mo- 
tion — in the act of being spent for goods. There is another form of 
the equation which is preferred by some writers, especially in Great 
Britain. It stresses the importance of money at rest — of money which 
is unspent for the time being. Each person who has any claim to a 
share in the proceeds of industry receives a certain amount of gross 
money income more or less regularly, trom week to week or from 
month to month. He does not spend all of these receipts immediately; 
a part he prelers to hold in cash, or in the form of a balance at his 
bank. These holdings constitute his money balance, or his "unspent 
margin,” as the economist Hawtrey has called it. 

There is a close relation between these holdings and the velocity 
of circulation of money, for they are really two different aspects of 
the same thing. While money is being held in an unspent balance 
it is not circulating; therefore its velocity for the time being is zero. 
It has velocity only when it is in the act of being spent, at which time 
it leaves one person’s balance, only to come to rest in another. In 
view of this relationship, it is possible to measure the two phenomena 
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in similar terms. In the previous equation, we measured velocity by 
the average number of times that money is turned over in a given pe- 
riod (usually a year). So, now, we can measure people’s holdings of 
money by the average length of the period in which money is held 
idle, before it is spent. If a person receives $3,000 each year, and holds 
an average money balance of $150, it is evident that his balance is 
y^oot cL year’s money income. By the same method, we can ascertain the 
average fraction of a year’s income which the whole community holds 
in the form of money. This fraction is denoted by the symbol K. The 
mathematical relationship between K and the symbol V is that the 
one is the reciprocal of the other. For example, if money is being 
held, on th“e average, for half a year before being spent, its velocity 
of circulation must be two times per year; therefore, in this case, 
K = ^ and V = 2. If the money is held for three months, its velocity 
must be four times yearly; here K — % ^nd V = 4. So, in every case, 

K=^andV=^. 

This makes it possible to write the equation of exchange in an- 
other form, in which K appears in place of V. Since V =» i we can 
M 

write P = - MY . .... K ^ So, we derive the new ecpaation, P == , or 

M *= KTP. 

Alleged Advantages of the Money Balance Approach. — It follows 
from this discussion that, in the money balance approach to the price 
level, the same fundamental factors are at work as in the earlier ver- 
sion, namely, the volume of money, its velocity of circulation (now 
represented as the average time period over which money is held un- 
spent), and the volume of trade. However, those who prefer this 
second form of the equation do so largely because it focusses attention 
on certain monetary factors that might readily be overlooked when 
the other equation is used. 

Let us trace some of these factors. There appear to be three rea- 
sons why people choose to hold part of their assets in money, instead 
of in goods. In the first place, money incomes are usually received 
at stated intervals — wages are paid once each week or fortnight, sal- 
aries are usually paid monthly, dividends once or twice a year. The 
receipts of business men are likewise somewhat periodic — bills may 
be collected monthly, or intermittently, as orders are delivered. On 
the other hand, a great many expenditures must be made from day 
to day. The housewife finds it convenient to do her shopping on 
several days of the week, even though her husband gets his pay en- 
velope on Saturday, and the business man must pay his workers 
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weekly, even though his customers pay him less often. Therefore, 
the recipient of money income cannot spend it all on the day he re- 
ceives it; he must spread it out over the period that will elapse be- 
fore his next receipts are to be expected. Following the terminology 
of the British writer Keynes, we may call this the transactions motive 
for holding money. In the second place, ordinary prudence makes 
it wise to hold a certain amount of money in reserve for contingen- 
cies. The wise man keeps a balance on hand to meet possible ex- 
penses caused by sickness or accident; the prudent business man 
holds a reserve against the breakdown of a machine which may re- 
quire expensive repairs, and so on. This reason for holding money 
Keynes calls the precautionary motive. Finally, people may hold 
money from a speculative motive. For instance, if prices are expected 
to fall, one may postpone contemplated purchases of goods, in the 
hope that they will presently be cheaper; money will then be held in 
reserve for this eventuality. On the other hand, if prices are expected 
to rise, one is tempted to spend immediately, before things get 
dearer; in that case the amount held for speculative purposes will 
be reduced. 

The size of K depends on the strength of these motives. If they 
are strong, K will be a relatively large fraction of a year; if they are 
weak, it will be a smaller fraction. How strong they will be depends, 
in turn, partly on the background of economic and social institutions 
prevailing, and partly on the other variables in the equation of ex- 
change. The background of institutions is important, because such 
things as the abundance or scarcity of banking facilities, and their 
safety or riskiness, will affect the ease with which money can be held 
and disbursed, while such things as the methods of wage payment 
which happen to be customary (whether by the day, week, or fort- 
night) will affect the way in which money expenditures must be 
spread out. The other variables in the equation are important, be- 
cause K is not an entirely independent factor — it is interrelated with 
P and T. This will appear in what follows. 

A second advantage claimed for the form of the equation which we 
are now considering is, that it sets the demand for money directly 
over against the supply of it. Let us look again at the equation, in the 
form M = KTP. Here M is the total supply of money in the com- 
munity, and KTP is the total demand for it, or the total ot money 
balances. This demand depends on the three factors that make it up; 
that is, it depends on the average time period for whicii money is 
held (K), on the total volume of goods offered for sale (T), and on tlie 
average prices paid for those goods (P). The demand represented by 
these three factors must be equal to the supply of money (M), be- 
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cause all the money in existence must be held by somebody. There- 
fore, if there is a discrepancy between the amount of money in ex- 
istence, and the quantity of it which people zvish to hold in their 
unspent balances, there will be readjustments in some or all of the 
items in the equation until a stable equilibrium is established (that 
is, until people are willing to hold all the money there isf so that 
the demand for money is equal to the supply of it). For instance, sup- 
pose the supply of money to increase to the point where there is 
more of it than people wish to hold. They will then spend money 
somewhat faster than they formerly did (a decrease in K), and this 
increased spending will cause prices to rise (an increase in P), until 
the higher level of prices forces people to hold more money for trans- 
actions purposes (K increases again). There may be further repercus- 
sions in other directions (for instance production may be stimulated, 
so that T increases, and there may be some tendency to invest money 
in goods for speculative purposes, which tends to reduce K); but in 
the end, a stable equilibrium tends to be worked out, at a higher 
price level, where people are led to hold willingly all the new money 
that has come into existence. If money decreases to the point where 
there is less of it than people want to hold, all these influences will 
work in the opposite direction. An initial increase or decrease in any 
of the other items will have similar repercussions. The exact causal 
sequence in each case depends upon the particular circumstances. 

So the equation constitutes an effective tool for analysis of the 
mutual relationships between money, prices and production. Some 
writers have found it especially useful for investigating the problems 
of economic instability, which will engage our attention in the next 
two chapters. Its superiority for this purpose is not conceded by all 
economists, however. It is not really necessary to have two ecj na- 
tions so nearly alike. Therefore, we shall continue to use the equa- 
tion P == which is quite adequate for the purposes of our sub- 

sequent discussion. 

\ 

Summary 

The general level of prices is subject to fluctuations, which ran 
be measured by means of index numbers. Such indexes indicate that 
the price level (and hence the value of money) is very unstable Ris- 
ing prices benefit debtors and business enterprisers, injure creditors 
and wage-earners; falling prices have the opposite effec ts. 7'he in- 
stability of prices aggravates the ups and downs of business prosperity 
and depressions. All these effects are much more severe when brought 
about by extreme monetary inflation or deflation. 
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Changes in the general level of prices are effected through the 
items in the equation of exchange, Another form of this 

equation, stressing people’s demand for money, as reflected in their 
money balances, is P or M = KTP. According to the quantity 

theory, cash (and especially gold, where the gold standard prevails) is 
held to be the most important factor in this equation; but critics point 
out that any of the items may be causal. The real causes of changes in 
the price level lie in the various influences which may affect one 
or more of these items. 
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Chapter XI 


MONETARY ASPECTS OF ECONOMIC 
BALANCE 


A. Say’s Law and Its Implications 

Monetary Influences on the Volume and Direction of Economic 
Activity. — If the economic system is to function efficiently, it must 
accomplish two things — it must find work for all the productive 
agents whose employment is worth while for the community, and 
it must direct their use into the proper channels. In other words, 
an efficient economy maintains full employment, and balance. Full 
employment does not mean that every member of the population 
and every bit of capital must be working day and night; it means 
only that every able-bodied person who desires remunerative work 
must be able to find it, that savings shall be invested in productive 
equipment, and that equipment must not be forced to lie wholly 
or partly idle for want of a market for its products. Balance in the 
economy refers to that condition where the various branches of in- 
dustry are nicely adjusted to each other, and the whole directed 
toward the wants of consumers in such a way that there is a smoothly 
flowing stream of raw materials, partly finished and finished goods, 
moving from forest, field, and mine, through the factories, ware- 
houses, and shops to the consumers. If industry is to be properly 
balanced, there must be produced just the right (]uantity of cloth- 
ing, foodstuffs, houses, automobiles, books, musical instruments, and 
other consumers’ goods to conform to the desires and money in- 
comes of the people, and there must be just enough raw materials, 
skilled and unskilled labor of each type, ec]uipment of the proper 
sorts, and so on, to supply the wherewithal for these consumable 
goods. In order to meet the needs of consumers for clothing, retail- 
ers and wholesalers must have laid in just the right stock ol it, 
manufacturers must have made up just enough to supply these deal- 
ers, just enough wool and cotton must have been grown to supply 
the manufacturers with materials for the clothing, there must be 
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enough coal to operate their furnaces, just the right quantity of 
railroad cars, locomotives, and men to haul the coal, cotton, wool, 
and finished suits to the places \vhere they are needed, and so on. 
Similarly, there must be just the right quantities of potatoes, corn, 
wheat, and other foodstuffs, and of fertilizers, agricultural imple- 
ments, farm labor, and transportation facilities to make this possible. 

It should be the function of money to facilitate, but not to inter- 
fere with, this process. It was shown in the previous chapter, how- 
ever, that the vagaries of the monetary system exert disturbing effects 
upon the economy. In that chapter, our attention was focused upon 
the fortunes of debtors, creditors, wage-earners, and enterprisers. 
However, the disturbances which an erratic medium of exchange 
can cause are not confined to the gains and losses which occur to 
these several classes of persons. The phenomena of money ramify 
deeply into every aspect of economic life; therefore, monetary 
changes are capable of influencing both the volume and direction 
of economic activity. There are times when expansion of the cur- 
rency, by raising prices and thus boosting profits, stimulates business 
to very high levels of activity. There are other times when deflation 
of the currency lowers prices and reduces profits, causing (or ag- 
gravating) a general decline in activity. Also, the entrance of new 
money (especially bank credit) into circulation at this or that point 
in the system will induce an expansion in the affected sections of 
industry which throws the economic process out of balance. With- 
drawal of money, by causing contraction at the points where it passes 
out of circulation, can be equally upsetting. 

We must investigate these things. In the present chapter, there- 
fore, we shall consider some of the factors upon which the main- 
tenance of full and balanced activity depends, with special reference 
to the effects of monetary disturbances. 

Say’s Law. — One of the most fundamental propositions concern- 
ing the level of economic activity was first clearly stated more than 
a century ago by the French economist, J. B. Say. He pointed out 
that practically all the goods produced within a country are ex- 
changed for each other.^ In a system of specialization, each producer 
is making goods in the expectation of selling them — that is, of ex- 
changing them for other goods. He is offering to buy the goods of 
other producers with his own products. Therefore, every product 
is a demand for, and a means of purchasing other products- The 

1 The fact that many goods are exported to other countries does not alter the es- 
sential truth of this statement: foi sooner or later there is imported in exchange for 
them an eipiivalent quantity of foreign goods which enter into domestic trade the same 
as if the goods exported had been retained here. The truth of this will be made evi- 
dent in the chapters on international trade. 
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whole of economic activity resolves itself into one vast mutual inter- 
change of goods. The aggregate demand for all the products taken 
together, therefore, is — those products. The total demand for goods 
is the total of goods produced. This is known as Say*s laxu of markets, 
or, more often, simply as Say’s law. 

The law can be made clearer by the aid of the diagram in Figure 
lo. We here suppose a community all of whose people are engaged 
in producing the few staple commodities represented in the circles 
of the drawing. The manufacturer who makes clothing does so be- 



Figure lo. The Identity of Total Demand and 
Total Supply. 


cause he believes the other members of the community will desire 
it, and that they will take it in exchange for their products. His 
offer of clothing, therefore, constitutes a demand for meats, vege- 
tables, shelter, tools, and the like. Each of the other members of 
the community, in turn, expects to exchange a part of his goods for 
clothing. The part of their products which they offer for this pur- 
pose constitutes the demand for clothing. The exchange of the cloth- 
ing lor the other goods is indicated by the connecting lines. Similarly, 
each other product is offered for a part of all the others. The sum 
ot the individual products, therefore, constitutes the total of offers, 
and makes up the aggregate demand. We therefore see that the ag- 
gregate demand and supply of the goods in the community are one 
and the same thing. All the goods are exchanged for each other. 
The Circuit Flow of Money. — In this explanation of Say’s law,. 
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goods have been represented as being exchanged directly for other 
goods. We know, however, that exchange takes place in this way 
only under conditions of barter. In modern economies, goods are 
first exchanged for money and the money is then used to purchase 
other goods. The introduction of money does not alter the fact that 
goods are produced in the expectation of exchanging them for other 
goods, nor does it alter the fundamental truth that the total supply 
of goods is, in the last analysis, the total demand, but it does com- 
plicate the relationship, and it creates possibilities of maladjustment 
that would not arise under barter conditions. Let us first translate 
Say’s law into money terms; we shall then consider some of the 
maladjustments. 

The monetary equivalent of Say*s law can be stated as follows: 
the money incomes of the members of the community are equal 
to the money costs of production — in fact, they are identical. Money 
costs consist of payments of money made by enterprisers to those 
who participate in production — ^wages to labor, interest or rent for 
the use of equipment, and possibly profit to enterprisers.^ Payments 
for materials purchased become wages, interest, and rent for labor 
and equipment employed in producing those materials. Wages, in- 
terest, rent, and profits are incomes to their recipients; therefore it 
is impossible for the total of money incomes to be any less than 
the total of money costs. Furthermore, unless new money is created 
they cannot be any greater, for the only source from which money 
income can be obtained will be either directly from enterprisers in 
return for productive services rendered, or by transfer (a gift, for 
instance) from someone who has been so paid. It follows that if there 
is any deficiency of total demand for goods relative to the total sup- 
ply of them, it cannot arise from inadequacy of income. The money 
incomes of consumers should suffice to buy the goods which enter- 
prisers produce, without loss to the latter. 

The identity of money incomes and money costs can be more 
clearly visualized by Figure 11, which pictures the flow of money 
from income recipients, through industry, back to the income re- 
cipients again. This cycle is often referred to as the circuit flow of 
money.*'* Looking at the left side of the diagram, we observe that 

2 For the purpose of this analysis, profits must be treated as costs, for whatever an 
enterpriser receives for his goods is cost to the person who buys them from him, 

2 The rate at which money passes through this cycle is known as the circuit velacity 
of money (also called income velocity). This differs somewhat from the exchange velocity 
described in the last chapter. In computing exchange velocity, money is counted every 
time it passes from one person to another in the purchase of goods; in computing cir- 
cuit velocity, it is counted only each time that it completes the circuit from consumers, 
through the various stages of industry, back to consumers again. For example: If, in a 
given time period, a person spends a dollar for groceries, and the grocer turns it over 
to a wholesaler in the purchase of supplies, and the wholesaler pays it in wages to an 
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the money spent by income recipients in consumption goes to pur- 
chase near-goods, and is paid out by the sellers thereof to the agents 
of production used in producing them, which agents, in their capac- 
ity as income recipients return it into the flow again. Thus it goes 
round and round the circle perpetually, unless destroyed or with- 
drawn in ways which are not yet apparent. At first thought, it might 
seem that money saved would be withdrawn from the flow, thereby 
causing the total monetary demand to fall short of money costs. 
However, this is true only if the savings are hoarded, which is not 



Figure 1 1. The Circuit Flow of Money. 


usually the case. Ordinarily savings are invested, in which event the 
money saved i7 used to purchase remote-goods, and is passed on to 
agents of production by the sellers thereof, the same as when it is 
spent for near-goods. Thus money saved and invested likewise goes 
round and round the circle repeatedly. This is shown by the right 
side of the diagram. The diagram shows clearly the identity of money 
incomes with money costs. It follows that the total monetary de- 
mand for goods should be equal to the total costs of supplying them, 
provided all the money received by the members of tlie community 
is either spent or invested. 

The Assumptions Underlying Say^s Law. — The proviso just 
stated suggests that conditions may arise in which the identity of 
money demand with money costs may be destroyed. Say’s law, in its 
monetary form, rests upon the assumption that the circuit flow of 
money will not be broken. Unfortunately this assumption does not 


employee (who, as a consumer, will subsequently use it to buy goods for his own con- 
sumption), its exchange velocity in that period is three, but its circuit velocity is onlv 
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always hold. Circumstances may arise in which part of the money 
received by the agents of production will be hoarded, either in the 
form of stores of cash or in the form of unused bank deposits, so that 
the total money demand for goods falls short of money costs. The 
goods cannot then be sold without loss to producers, and a partial 
stoppage of production is likely to result. Again, money may pass 
out of existence through the liquidation of bank loans and a con- 
sequent reduction in the volume of bank deposits. This may also 
cause the amount of money demand to fall short of money costs. 
Both the conditions here described have occurred from time to time, 
causing serious disturbance of the balance of industry. 

It is likewise possible for new money to be introduced into the 
circuit flow as a result of increased production of specie, the issuing 
of new paper currency, or the expansion of bank credit. The effects 
of this will depend partly on the point in the circuit at which the 
new money first appears. We shall see that this also is likely to dis- 
turb the balance of industry and bring about unfavorable reper- 
cussions. 

Another assumption underlying Say’s law is that the various kinds 
of goods will be produced in proportions that correspond to the sev- 
eral demands for them. Suppose that consumers are trying to spend 
30 per cent of their incomes on foods and 20 per cent on clothing, 
but that only 20 per cent of enterprisers’ expenditures in production 
is going into foodstuffs, while 30 per cent is going into clothing; then 
the demand for foodstuffs will exceed the supply of them, while the 
demand for clothing will fall short of the supply. This will destroy 
the identity between the total demand for all goods taken collectively 
and the total supply, because consumers will have surplus incomes 
which are not being spent, and producers will have surplus goods 
which they cannot sell. 

Our economic system depends upon the movement of prices to 
correct such a condition of unbalance. The excess supply of clothing 
will cause its price to fall below its money costs, while the excess 
demand for foods will cause their prices to rise above their costs. 
The high price of foodstuffs will encourage more of them to be 
produced, while the low price of clothing will bring about curtail- 
ment in that industry until balance is restored. In the long run, 
therefore, the identity of total demand with total supply will be 
maintained, provided the price system does its work. But this in- 
volves the further assumption that a flexible price system prevails, 
in which the prices of goods are free to move up and down in re- 
sponse to the influence of demand and supply. Not only must the 
prices of commodities be flexible but so also must be the prices 
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of the agents of production (wages, interest, and rent) so that labor 
and equipment may move into the industries where they are de- 
manded. If any of these prices are rigidly held at fixed points, this 
adjustment will be interfered with and a condition of maladjustment 
may result. Unfortunately there are tendencies to rigidity in the 
present economy which makes for an inflexible price system ajid 
which, therefore, tends to unbalance the economic process. 

Of the two basic assumptions just explained which are requisite 
to the validity of Say’s law, the first is monetary, the second non- 
monetary. The disturbances to the economy which result from the 
failure of these assumptions always to hold true are accordingly due 
partly to monetary and partly to other causes. 

General Overproduction versus Misdirected Production. — If 
widespread maladjustments of the sort above described occur, a con- 
dition of business depression is likely to prevail. Business men can- 
not make profits; accordingly, they reduce their outputs or close their 
plants entirely and dismiss many of their employees, so that there 
is a great deal of unemployment, loss of earning power, and priva- 
tion. At such times the notion is likely to prevail that too much lias 
been produced. General overproduction is often put forward as an 
explanation of business depressions by the ill-informed. At such 
times various proposals are strongly advocated, which have, as their 
general object, the checking of production in the future, so that 
the alleged glut of merchandise will not occur again. The proposals 
may take the form of a demand for reduced working hours which 
will curtail the output of labor; or they may be directed at establish- 
ing maximum production quotas for each industry. The foregoing 
analysis reveals that this diagnosis is faulty and that such remedies 
are ill-advised. An understanding of Say’s law should make it clear 
that the trouble cannot lie in an excess of total production. Pro- 
duction can never outrun demand so long as goods are produced in 
the right proportion and so long as the circuit flow of money is not 
disturbed. 

It is remotely conceivable that a time may come when the people 
of society will have so many goods that they will desire no more. 
This time is so far distant, however, that it is not a matter of prac- 
tical moment. To all intents and purposes the desires of contempo- 
rary peoples, and hence their willingness to consume goods, will long 
remain far in excess of their capacity to produce them. There can 
be no general overproduction, then, in the sense of production in 
excess of desires. Given an uninterrupted circuit flow of money, 
there can be no aggregate production in excess of purchasing power, 
for the money incomes of consumers must then always be equal to 
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the money costs of production. This is the fundamental truth of 
Say’s law. Hence, if a condition of apparent overproduction exists, 
it must be due to one of two general types of difficulties — either 
the circuit flow of money must have been interrupted, or goods must 
hav^e been produced in the wrong proportions. In either case, the 
remedy is not to produce a smaller aggregate volume of goods. If the 
difficulty is of the first sort, monetary correctives are indicated. If it 
is of the second sort, the guidance of production by prices is at fault; 
either improvement of the pricing mechanism is needed or some 
other method of directing production must be sought. An all-around 
restriction of production will not remedy either condition; it will 
simply make the community poorer in real income. 

When goods have been produced in unbalanced proportions it is 
quite correct to say that there has been overproduction in particular 
branches of industry. By the same token, there has been underpro- 
duction in other branches. The general condition is one of mis- 
directed production. The remedy is to direct production into the 
proper channels. Provided the monetary system is not functioning 
badly, it will then be found there is plenty of purchasing power to 
buy all that is produced at prices which will cover their costs. 

History confirms the general reasoning of Say’s law. The Indus- 
trial Revolution, with its specialized labor and its power-driven 
machinery, greatly increased the production of goods in the western 
world. Yet this did not cause any general glut of products. The 
various populations found plenty of use for all the goods and plenty 
of purchasing power to buy them with. Industry has been subject to 
ups and downs, to be sure, but this does not alter the fact that, on 
the average, we produce and find the means to pay for many times 
as much product as the people of a century or two ago. The occa- 
sional breakdowns which occur are not due to excessive production, 
but to other difficulties which have already been partly indicated 
and which our subsequent analysis will reveal more fully. 

“Lump of Labor” and “Make Work” Policies. — V^ery similar to 
the general overproduction fallacy is the belief that there is only a 
certain amount of work to be done in the community, and that, 
therefore, it is good policy to set up otherwise wasteful or extrava- 
gant work projects to keep people occupied, or to oppose any metliod 
of saving labor because it will lessen the amount of employment, or 
to spread every productive operation over as long a period as pos- 
sible. Workingmen are particularly prone to these notions, and most 
people hold to one or more of them. It is a common practice for 
workingmen to oppose efficiency methods in industry, and deliber- 
ately to “soldier,” or shirk their work. Trade unions often have 
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rules prohibiting their members from doing more than a certain 
amount of work per day — a policy known as limitation of output. 
Immigration is sometimes opposed on the ground that it will lessen 
the opfjortunities for employment of people already established in 
this country. It is sometimes thought that women should not enter 
into industry because it will then be more difhcuh for men to secure 
jobs. And disasters, such as hurricanes or blizzards, may be hailed as 
a blessing in disguise, because it is thought that they will make work 
for laborers who will be hired to repair the damage or to shovel 
away the snow. 

Now there are special circumstances, of not uncommon occur- 
rence, where this kind of reasoning has some validity. Our discus- 
sion of the assumptions underlying Say’s law brought out the fact 
that conditions may arise in which the circuit How of money, has 
been interrupted, so that the total amount of expenditure is less- 
ened, wliereupon prices fall, business men incur losses, and the vol- 
ume ol industrial activity is reduced; also, that the various brandies 
of industry may be so out of balanc'e with each other that the opera- 
tions of production and exchange are interrupted for the time being. 
In such situations, it is true that the demand for labor is temporarily 
limited, and there may actually not be enough work to go around 
among all the people who are seeking employment. Xhis being tire 
case, the more work each person does, or the greater the number 
of new immigrants or other persons entering into industry, the less 
will be the opportunities for employment of others; and the intro- 
diution into industry of labor-saving methods or devices at such a 
time will aggravate the prevailing unemployment. In these circum- 
stances, a policy of limiting the output of those who are employed, 
and of opposing the adoption of labor-saving methods in industry, 
may be justified lor the time being. The reduction of hours of work 
for everyone at this time, in order that what work is available may 
be spread more evenly among all the workers who are seeking em- 
ployment, may then be reasonably defended. 

Furthermore, the creation ol work piojec ts by the government, if 
financed by new money issued for the purpose, or by loans which 
draw into circulation funds which would otherwise be hoarded, ran 
restore the circ uit flow of money to its previous vedume, and thereby 
enable industry t<^ resume its normal functioning. This is the justifi- 
cation for the policy of “ptmip priming” which has been so popular 
in tlie United States during recent periods of business depressions. 

There is also a partial justification for the policy of limiting out- 
put, so commonly practic ed by labor, in the fact that employers are 
prone to overwork their men. In the early days of the factory system 
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the customary working hours were from sunrise to sunset. Such a 
working day was entirely too long, so that labor can hardly be blamed 
for fighting to reduce it. These long hours seldom prevail nowadays, 
but the pace of industry has been quickened so that workers arc 
likely to be overdriven if they do not defend themselves. In view 
of this fact the practice of limiting both hours and output is not 
unreasonable, provided it is not carried past the point where it 
is needed to protect the health and happiness of the wage-earning 
classes. 

However, all these are special circumstances which justify the 
‘'making" of work and the limiting of output only under the given 
conditions and to a limited degree. In the long run, policies of this 
sort, if generally practiced, will reduce the real income of the com- 
munity without bringing any compensating advantages. Provided 
the various branches of industry are properly balanced and the cir- 
cuit flow of money is not interrupted, there is no limit to the demand 
for labor. According to Say’s law, every product offered in exchange 
constitutes a demand for other products. It follows that the addi- 
tion to production made by each worker constitutes a demand for 
the products of other workers. Therefore, the demand for labor 
grows as fast as its supply; in the long run, the one can be neitlier 
greater nor less than the other. Every addition to the labor force 
of a community gives previously established laborers work to do in 
providing for the needs of the newcomers, while the latter can find 
employment catering to the ungratified desires of those who were 
already employed. It is in this way that we have been able to absorb 
millions of immigrants into our country’s industry. In a similar man- 
ner we should always be able to find employment for any labor that 
is released from its former occupation by improvements in the effi- 
ciency of industry or by labor-saving inventions which reduce the 
amount of labor needed in established enterprises. 

Illustrations of the Lump of Labor and Make Work Fallacies. — 
This reasoning will be more convincing if we consider some specific 
cases in greater detail. Suppose that a great snowstorm occurs. Many 
laborers will be hired to clean the streets and shovel the sidewalks. 
Here, it seems, is work created. Provided industry was formerly in 
balance and the circuit flow of money was running on continuously, 
however, an equal number of laborers would have been employed 
if the snowstorm had not occurred. This must be so, for the laborers 
who shoveled the sidewalks had to be paid for their work by the 
persons who hired them. Had there been no snowstorm, these per- 
sons would have spent their money for something else which they 
must now do without. Laborers would have been employed to make 
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these other things. The snowstorm, then, has caused less labor to be 
devoted to producing the latter, and has put men to work at shovel- 
ing snow instead. It has changed the direction of the demand for 
labor, but has not increased its amount. Society, however, is poorer; 
for had the snowstorm not occurred, just as much labor would have 
been employed, and new goods would have been produced; as it is, 
the new goods are lacking, the productive power that would have 
created them having been dissipated in getting rid of the trouble- 
some snow. Of course the snow-shovel ers gain, but at the expense of 
the other laborers who would have been employed, and at the ex- 
pense of society, which has less real income than it might have had. 

Or, take the case of the trade union which limits the output of 
its members below the point necessary to protect them against over- 
driving. Now it is true that, if the limitations were removed and 
every laborer did as much work as he could reasonably be expected 
to do, there might not be needed as many men in that trade as 
formerly; but the principle of Say’s law tells us that the surplus of 
unneeded workers would be set at new production which would give 
them ample employment. This would come about in the following 
way: Since it would now take less labor than before to turn out a 
given amount of product, that product would cost less. The employ- 
ers would have more money to spend for other things; or, if the 
price of the product were reduced, its consumers would have more. 
They would, therefore, be able to purchase other commodities whic h 
they could not formerly buy. The demand for these commodities 
being thus increased, more labor would be needed to supply the ad- 
ditional output. Thus, new employment would be offeree! equivalent 
to that displaced from the industry first considered. Thus there 
would be just as large a volume of employment as before, and so- 
ciety would have more goods, if these policies were not practiced. 
By producing less than they reasonably might, workers injure them- 
selves in the long run, for they make goods scarcer and more ex- 
pensive. Since laborers and their families are the greatest consumers 
of goods, they are thus cutting off their own noses, as it were. 

Temporarily, such practices as limitation of output may liave tlie 
effect of providing employment or increasing the demand for cer- 
tain types of labor, but not for labor as a whole. If carpenters do 
less work than they are capable of doing, it will take more carpenters 
to accomplish a given task. If people need this work done badly 
enough there will be a demand for more carpenters, and tlie latter 
may be able to get more wages or more employment. But this means 
that there will be less demand for the labor of other workers be- 
cause people, having to spend more for carpenters’ products than 
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they otherwise would, must spend less for other things. If carpenters 
are the only group practicing this sort of thing, they benefit at the 
expense of other labor and of the consuming public. But the prac- 
tice is almost universal. The carpenter makes the bricklayer pay 
more for carpenter work than is necessary, and the bricklayer treats 
the carpenter in like manner, while all the other working groups 
in the great circle of exchange play the same game. With each trying 
so to gain at the expense of the rest, they defeat each other’s pur- 
poses, and there is no gain to anyone, only a loss of real income to all. 

Let us take one more case, that of labor-saving machinery, the 
introduction of which into industry has generally been bitterly op- 
posed by organized labor because of the belief that it displaces labor 
and causes unemployment. It is true that this effect does result 
temporarily; permanently, however, such devices do not lessen the 
amount of employment. Labor-saving machinery makes it possible 
to produce goods with less labor than formerly. There results a 
saving in wage costs which will either be passed on to consumers 
in lower prices or will accrue to the enterprisers in increased profit. 
If the consumer gets the benefit, he will need less of his money in- 
come than before to buy the now cheaper commodities. He will use 
the money thus released either to buy more of those same commodi- 
ties, or to purchase other goods of which he was formerly deprived. 
If the producer gets the saving, he will presumably spend his in- 
creased profit, either for new equipment or to increase his consump- 
tion. In any case, unless the money is hoarded (which is not the usual 
situation), there is an increased demand for goods and, hence, an in- 
creased demand for labor with which to produce them. In this way 
the displaced workers are reabsorbed into industry. A good example 
of this is afforded by the linotype machine, the invention of which 
made it possible to set up the type for a newspaper with much less 
labor than had formerly been required. But it brought the price of 
newspapers down so low that everybody could buy them freely. The 
newspaper industry grew by leaps and bounds until it required more 
employees than ever. The thousands of labor-saving inventions that 
have been introduced into the world within the last century have 
not lessened the total volume of employment. On the contrary, they 
have vastly increased our goods, while we keep gainfully employed 
a larger population than ever before. 

The Short and the Long Run. — The foregoing discussion reveals 
a conflict between certain long-run factors which tend towards a 
balanced adjustment and a full level of activity in industry, and 
certain short-run disturbances which disrupt the balance and reduce 
the level of activity. Say’s law holds true in the long run, but its op- 
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eration is impeded by the interfering influences of the short run. 
Now men live, for the most part, in the short run; they are governed 
largely by short-run considerations because the immediate situation 
which confronts them is always a short-run situation. Heiue ifie 
policies which are most likely to be followed are those which ate 
calculated to protect the individual from temporary disaster or abuse, 
even though they may be at the expense of the long-run welfare 
of society. We can hardly blame the workman For loafing on his job 
when he has no certainty that he, as an individual, will inmiediately 
find other employment when his present task is completed. We can 
hardly blame the skilled artisan for opposing the introduction of 
a machine which will eliminate the demand for his particular kind 
of skill and throw him, at least temporarily, into the ranks of the un- 
employed, It is small consolation for him to be told that society will 
benefit from tlie reduced costs brought about by the machine, and 
that some workers, somewhere, will be hired by the funds relea.sed 
from this saving in costs. Unless lie can see some immediate benefit 
to himself, lie is certain to look upon the new device as bis eneniv> 
and to act accordingly. People cannot be expected to behave on 
long-run principles until their short-run needs are taken care of. 
Therefore, it society is to enjoy the benefit of full labor productiv- 
ity, efficient industrial methods, and mechanical devices, it must 
find a way to take care of the individuals who are temporarily in- 
jured by these things; and if tfie full possibilities of Say’s law are 
to be realized, interruptions to the circuit How of money must be 
prevented, and balance between the various branches of indiistry 
must be maintained. The development of a program to accomplish 
this is a problem of applied economics, which goes beyond the scoj>e 
of this volume. 


B. Saving, Investment, and Interest 

Saving, Investment, and the Circuit Flow of Money. — In Cliap- 
ter IV, we gave some consideration to the plienonieiia of saving and 
investment. We there learned that savings, when invested, cause 
equipment to be created, thereby adding to the wealth of society and 
to the productive capacity of industry. This could not fie desc ribecl 
completely, however, until the fumtioning ol tlie monetary systtaii 
had been explained. Now that this has been done, we can return 
to the former problem and examine the monetary aspec ts of saving 
and investment. We shall find that this has an important fiearing 
upon the volume and direction of business activity, which is the sub- 
ject oi our present concern- 
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Heretofore, we have regarded saving and investment as two dif- 
ferent aspects of the same thing. However, they are not identical, 
and they are not always linked together. Saving has both a monetary, 
or nominal, and a non-monetary, or real, aspect. In its monetary 
aspect, it consists in the withdrawal of money income from expendi- 
ture for immediately consumable goods (near-goods) to be held in 
reserve or invested. In its non-monetary aspect, it consists in the di- 
version of production from near- to remote-goods. Nominal savings 
bec'ome real savings through investment, that is, through the ex- 
penditure of money savings for remote-goods. Investment does not 
necessarily follow from money savings, however, for the money may 
be hoarded instead. Also, it is possible for investment to take place 
without having been preceded by money saving, if money is newly 
created for the purpose. The saving and investment of money are 
thus two diflFerent things which, though normally associated, may 
sometimes be quite distinct from each other. Furthermore, the two 
operations are commonly carried on by two different sets of persons. 
A large proportion of the recipients of money income save more or 
less of what they receive. These savings are usually entrusted to bank- 
ers, who act as middlemen by turning the saved funds over to enter- 
prisers who perform the actual process of investment. It is the enter- 
prisers who really spend the money for equipment of one kind or 
another. Money savings thus constitute a supply of investible funds, 
the demand for which comes from business enterprisers. 

The relation between the demand and supply of these funds has 
an important bearing upon the balance of industry, because of its 
effects upon the circuit flow of money. If money savings do not flow 
into inv^estment, a part of the money income stream is diverted into 
hoards of cash or idle bank balances, and the circuit flow of money 
is thereby interrupted. Indeed, if the money saved is used to pay off 
bank loans, so that the aggregate of deposits is reduced in amount, 
deposit money actually passes out of existence. In this case, monetary 
deflation occurs, which causes a disparity between the amount of 
money received by enterprisers in payment for goods, and the 
amount of money they have previously paid out for agents of pro- 
duction in producing those goods. Because the money paid out does 
not all return, costs exceed receipts, losses are suffered, businesses 
fail, and the volume of economic activity is reduced. On the other 
hand, if new money is created for investment through the expan- 
sion of bank loans, a monetary inflation is generated. Since the 
money has not come from savings accumulated by income recipients, 
the circuit flow is augmented at the investment stage. Not only does 
this cause a rise in prices, with a consequently stimulating effec t 
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upon business activity, but it diverts production away from near- 
goods toward remote-goods, and thereby disturbs the adjustment be- 
tween the various branches and stages of industry. Only if money 
savings flow regularly into investment, and if investment is financed 
solely out of money savings, can constancy of the circuit flow of 
money be preservecl, and upsetting effects upon the balance of in- 
dustry from this source be avoided. It is important, therefore, to 
ascertain the conditions upon which equality between money savings 
and investment depends. 

The Function of Interest. — People save money for a variety oi 
reasons — to meet possible contingencies, such as sickness or acci- 
dent: to provide for their old age; to take care of their widows and 
children in case of death; to enjoy the power and prestige whicli 
comes with the ownersliip of great wealth: and so on. All of these 
objectives can be attainecl in some measure by merely hoarding the 
savings, without investing them. Then later, when the contingen- 
cies arise for which the savings were made, they can be drawn upon, 
arfd used up. If the savings are to be invested, there must be some 
inducement: for investment usually involves some risk of loss which 
savers would be reluctant to face unless it was counterbalanced by 
the prospect of gain. There is such a prospect in the fact that invest- 
ments in productive equipment yield future income, as explained in 
Chapter IV. Out of this yield, borrowers can pay interest for the use 
of loanable funds. This prospective interest encourages the savers 
to entrust their funds to the borrowers: or, if the former prefer, they 
can invest in equipment of their own and obtain directly a yield of 
income which is the equivalent of interest. Interest, thus conceived 
as the income derived from the use of equipment, constitutes the 
principal incentive for investment. It is also an incentive for saving 
itself, for people will presumably save more if their savings can be 
made to yield interest than if no interest were obtainable. 

Interest is commonly reckoned as a percentage of the sum in- 
vested. so that, if one thousand dollars will yield an income of fifty 
dollars yearly, the rate of interest is said to be five per cent. If the 
yield is sixty dollars, interest is six per cent; and so on. Since interest 
is an incentive for saving and investment, it is logical to infer that 
these will fluctuate with the rate — more will be saved and invested 
when interest is high, less when it is low. Also, more savings will 
ordinarily be hoarded when interest is low than when it is high. 
Thus the rate constitutes a sort of governor, which helps to control 
the relation between saving, hoarding, and investment. 

The analysis of a previous paragraph has made it clear that this 
relationship, through its influence upon the circuit flow o( money. 
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has a great deal to do with the level and balance of economic activ- 
ity. Furthermore, as we go on it will be shown that the relationship 
between what is invested, on the one hand, and what is consumed, 
on the other, also affects the level and balance. The regulative func- 
tion of the interest rate, therefore, is a very important one, on which 
the smooth adjustment of the economy depends. 

The Equilibrium Rate of Interest and the Bank Rate. — This is 
not the place to consider in detail the influences which determine 
the rate of interest. That is best taken up in connection with the 
analysis of how the social income is apportioned, which constitutes 
the subject-matter of some later chapters.^ It will suffice here to out- 
line briefly those aspects of the matter which are rriost relevant to 
the present problem. The subject is one which is clouded with some 
uncertainty, and about which there is considerable difference of 
opinion among economists. The following is, however, a widely held 
view, which seems to the present writer to be generally valid, al- 
though perhaps needing more refinement and clarification. 

Every business man knows that there are. many different rates of 
interest, depending on the particular type of investment. For in- 
stance, the rate on short-time loans fluctuates more widely than that 
on long-time loans, and risky investments offer the inducement of 
a higher prospective yield than safer investments. Among the many 
prevailing rates, however, two are considered of paramount im- 
portance for the problem of economic balance. One of these is known 
as the “true,” “normal,” or “equilibrium” rate of interest. The other 
is the “bank” rate, sometimes called the “market” rate. For the pres- 
ent, we shall use the terms equilibrium rate and bank rate, respec- 
tively, because these most clearly suggest the part which they play 
in the economic process. 

The equilibrium rate of interest is the one which, if it actually 
prevailed in the loan market, would preserve balance in the refla- 
tions between consumption, saving, and investment, thus permitting 
a full level of economic activity. This rate depends upon the supply 
of savings offered for investment, on the one hand, and the demand 
for them from enterprisers desiring to finance the purchase of equip- 
ment, on the other. What rate the enterprisers can offer depends 
upon how much the equipment is expected to earn. The greater 
the volume of investment, the less the prospective earnings will be; 
for more investment means more equipment, without any corre- 
sponding increase in the land or labor with which it must be used. 
Hence the equipment will be used at an increasing disadvantage 
which will cause its earnings to decline. It follows that, as the supply 
4 See especially Chapter XXI. 
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of investible funds increases, the rate of interest that can be ob- 
tained for them goes down. Looking at this the other way around, 
a high rate of interest reduces the amounts that will be borrowed, 
a low rate of interest increases it. 

The supply of savings offered for investment works in just the op- 
posite direction. A high rate of interest encourages people to save 
more, or at least to invest more (and hoard less) of what they do save. 
A low rate of interest tends to discourage saving, or at least to dis- 
courage investment (people will hoard more of what they do save). 
Hence, the supply of funds offered for investment tends to rise as 
interest rises and to fall as interest falls. 

If we bring these two influences together, we get a picture of what 
would happen in the loan market if there were no interference from 
the banks. A high rate of interest would cause a large amount of 
funds to be offered for investment, but a small amount to be taken. 
Holders of the unused funds would offer them for less, rather than 
let them be idle, and this would drive the rate down. It would pre- 
sumably continue falling until borrowers demand was sufficiently 
stimulated and the supply sufficiently reduced to bring tlie two to 
equality. The loan market would then be balanced. On the otlier 
hand, if the rate were too low, borrowers’ demand for funds would 
be greater than the supply; some borrowers would be disappointed. 
Rather than forego the opportunities for profitable use of equip- 
ment, the latter would offer slightly more to obtain the funds they 
seek, and the rate would be driven upward. As it rose, lenders would 
be induced to offer more funds for investment, so that supply would 
increase to meet the demand. This would presumably go on until 
the two were equal. 

From all this it appears that there is a tendency for a rate of in- 
terest to be reached where the amount of funds taken by borrowers 
exactly equals the sums offered for investment by savers. This is 
the equilibrium rate. 

The bank rate of interest is the rate charged by commercial banks 
for loans. If the funds loaned by these banks were derived exclu- 
sively from savings placed in them by their stockholders and de- 
positors, this rate would be in close correspondence with the ecjuilib- 
rium rate just described, for the banks in that case would merely 
he intermediaries through which the natural influences of the loan 
market would exert their balancing effects. However, we know, from 
the description of banking operations in the second prec eding chap- 
ter, that funds for bank loans do not have to come out of money sav- 
ings; they can be created by the banking system itself tlirougli the 
process of discounting. Therefore, the supply of such funds is 
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limited, not by the amount of money placed in the banks by their 
stockholders and depositors, but by the size of the bank reserves. If 
the reserves are large in relation to the demand of borrowers, banks 
will lower their rate of interest in order to encourage expansion of 
their deposits. If the reserves are low in relation to borrowers’ de- 
mand, the banks will raise their rate in order to profit by the scarcity 
of funds. The result is that the bank rate of interest fluctuates in- 
dependently of the equilibrium rate, sometimes rising above and at 
other times falling below it. This deviation has disturbing effects 
upon the economy, for it upsets the balance between savings and 
investment. 

Involuntary Saving and Overinvestment. — Let us suppose that 
bank reserves have become relatively large for one reason or an- 
other. Possibly new cash has been flowing into the banks in payment 
for goods sold abroad, causing the reserves to expand, or perhaps 
business activity has been at a low ebb, during which there has been 
but little borrowing, so that deposits are small in relation to exist- 
ing reserves. Under these circumstances, the banks will seek to en- 
courage increased use of their lending facilities. They will offer loans 
at attractively low rates of interest. The bank rate may thus be 
pushed down below the prospective earnings of equipment, so that 
it is lower than the equilibrium rate. Since prospective earnings now 
exceed the cost of obtaining funds for investment, business men 
will be stimulated to borrow. The funds obtained by them will not 
be taken from the previously accumulated savings of the people, but 
will be created by bank credit expansion. The result is that invest- 
ment now runs ahead of money savings, and the normal balance be- 
tween saving and investment is destroyed. The condition can be 
described as one of overinvestment. 

This process of credit expansion puts money into the hands of 
business men, by means of which they are able to compete with 
consumers for the products of industry. More money is offered in 
exchange for goods than before, causing prices generally to rise. 
At the outset of this process, however, consumers’ money incomes 
have not been increased. Confronted with rising prices, the con- 
sumers find that they cannot buy as much goods as previously. Their 
consumption is forcibly curtailed. Business men, however, have more 
money than before, thanks to the banks. They use this money to 
buy equipment. The decline in consumer purchases is offset by an 
increase. in producer purchases. Industry is thus diverted somewhat 
from the production of near-goods to the production of remote- 
goods. Consumers have been forced to give up some consumable 
products in order that industry may have more equipment. The real 
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savings of the community have increased without the saving of 
money by the recipients of income. This is known as forced or in- 
voluntary saving. 

The reverse of this situation can occur if. for any reason, bank 
reserves become relatively too small, frorn the banks* standpoint. 
Perhaps cash has been drawn out of the reserves in payment of a 
foreign trade balance, or bank credit may have been expanded to 
the point where the percentage of reserves to deposits is at its mini- 
mum limit. In these circumstances, the banks are likely to force a 
contraction of loans by raising their rate of discount above the 
equilibrium rate, so that the cost of loans to borrowers now exceeds 
the prospective yield of investments. Business men therefore reduce 
their loans, and the volume of deposits shrinks. The circulation of 
money is reduced and prices fall. The curtailment of loans first af- 
fects the money incomes of business men rather than those of con- 
sumers, so that, for a time, the latter benefit by the fall in prices — 
they can buy more consumable goods with a given amount of in- 
come than before. Business men, however, having less bank credit 
at their disposal, can buy less equipment. Production is thus diverted 
from remote- to near-goods; there is a sort of involuntary increase 
in consumption. 

Vertical Maladjustment of Industry. — These influences are dis- 
turbing to the smooth functioning of the economic process. C'lon- 
sider the fact that industry is arranged in a series of stages, I)eginning 
with those remotest from, and culminating with those nearest to, 
their ultimate end in consumption. In Chapter IV this succession 
of stages was called the vertical structure of industry. The expan- 
sion of credit, by diverting production from near to remote stages, 
unbalances this vertical structure. Too much of industry is devoted 
to the making of equipment, not enough to satisfying the immediate 
needs of consumers. 

The difficulty caused by this distortion of normal relationships 
is illustrated by the drawing of Figure 12, which pictures its effects 
upon the circuit flow of money. Here the flow of money as it would 
be in the absence of interference from the banks is represented by 
the solid lines. The dotted lines picture the injection of new money 
into the system through the process of bank cTedit expansion. Ob- 
serve that this new money enters the flow on the investment side, 
thereby giving a stimulus to the production of remote-goocl.s. If there 
are idle resources in the community, some increase in the produc- 
tion of remote-goods may conceivably take plac e without any diminu- 
tion in the output of the near-goods industries, but if the credit ex- 
pansion continues, there is bound to be a diversion of productive 
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agents from near- to remote-goods, and the resulting scarcity of near- 
goods will cause their prices to rise, along with the prices of remote- 
goods. But, since the newly created bank money goes first of all to 
enterprisers, before it is passed on to the other productive agents, 
consumers’ money incomes are not increased until after some rise 
in prices has taken place. It is this lag of consumers’ incomes be- 
hind prices which forces the public to curtail its consumption, and 
places it in the position of saving involuntarily. 

The new money which was injected into the investment side 
of the circuit does not stay there. Let us trace it further, according 



Figure 12. Distortion of the Circuit 
Flow by Bank Credit Expansion. 


to the dotted lines of the drawling. In the process of producing 
remote-goods this money is paid out to the agents of production em- 
ployed in producing them. It is thus transformed into money in- 
come in the hands of the general public. Now since the people did 
not curtail their consumption voluntarily, they will try to use this 
addition to their money incomes to buy the consumable goods of 
which they had been deprived. Therefore the new money returns 
to the circuit flow mostly on the near-goods side, tending to pull the 
vertical structure of industry back to its former arrangement. This 
will make it impossible for the increased production of remote-goods 
to be continued unless financed by further bank credit expansion. 
But this is exactly what usually happens. The banks go on pump- 
ing new credit into the investment side of the circuit, so that the 
business men are enabled to keep one jump ahead of consumers. 
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and the vertical structure of industry is progressively lengthened. 

But this process has its limits. Bank credit is not indefinitely ex- 
pansible; the reserve requirements will eventually bring it to a halt. 
Moreover, as remote-goods become more plentiful and near-goods 
more scarce, the prospects for profitable use of the former will be- 
come relatively less attractive than those for profitable production 
of the latter. Hence, borrowing for investment will be retarded. 
When those two circumstances cause the eKpansion of credit to cease, 
consumers' incomes will catch up with those of enterprisers, and the 
former will resume their former mode of consumption. 'This pulls 
production away from remote-goods toward near-goods again. Now 
enterprisers may find- it difficult to continue the remote processes 
which they have, started. The funds at their disposal are no longer 
growing, because bank credit has ceased to expand, and they are 
forced to compete with consumers who are now able to offer much 
higher prices for near-goods than before. This competition may 
make the costs of production at rernote stages higher than was an- 
ticipated, turning expected profits into probable losses. Businesses 
at these stages may fail, and expensive construction projects, begun 
at the beginning of the expansion, may have to be abandoned. 

The developments here described have been likened to the expan- 
sion and contraction of an accordion. Industry is first lengthened 
out into a more roundabout process, then shortened again. The 
system is not flexible enough to make this adjustment smoothly. A 
generally unbalanced relation between the successive stages of in- 
dustry is thereby brought about, which produces a condition of 
business depression. 

Horizontal Maladjustment of Industry. — The structure of in- 
dustry has a horizontal as well as a vertical pattern, which can be 
visualized with the aid of the following scheme: 
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If we read across this scheme from left to right, we find several 
branches of industry running parallel to each other, such as foods, 
textiles, and furniture. This is the horizontal structure. If we read 
down the scheme from top to bottom, we see the successive stages 
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from near- to remote-goods. In the case of textiles, for instance, cot- 
ton clothing manufacture might represent a stage of production very 
near to the ultimate consumer; the making of cotton cloth, the con- 
struction of machinery for weaving the cloth, the conversion of iron 
into steel for the machinery, and the mining of iron to be converted 
into steel, would constitute stages successively more remote. 

Economic balance requires that both types of industrial structure 
shall be correctly proportioned. Either or both of them can become 
unbalanced, and so interrupt the smooth functioning of industry. 
If the several stages of production do not fit, so that iron and steel 
production, or perhaps building construction, are overdeveloped 
in relation to the near stages, such as the manufacture of finished 
clothing or food products, there is a vertical maladjustment. If the 
several parallel branches of production are unbalanced in relation 
to consumers’ demands, automobiles and chemical products being 
overdeveloped in relation to clothing and foods, for instance, the 
maladjustment is horizontal. This type of maladjustment is identi- 
cal with the misdirected production which was described in con- 
nection with the discussion of Say’s law, earlier in this chapter. 

We have seen that vertical maladjustment is closely connected 
with malfunctioning of the monetary system, because the expansion 
and contraction of bank credit are most likely to inject money into 
and withdraw it from the circuit flow at stages more or less remote 
from the consumer. Horizontal maladjustment is less likely to be 
of monetary origin; it is due to faulty anticipation of demand in 
particular industries. It is capable of generating a process of mone- 
tary contraction, however; for the interdependence of all industry is 
such that, if one branch of production is in serious difficulties it may 
affect other branches, causing a general reduction of business activ- 
ity, with monetary repercussions. This cumulative process will be 
more fully described in the following chapter. 

Hoarding as a Cause of Maladjustment. — In analyzing the rela- 
tion between saving and investment, we have hitherto tacitly as- 
sumed that savings will be invested in productive equipment so long 
as the latter can be made to yield interest. This assumption must 
now be examined critically. We know, from the discussion of the 
money-balance theory of prices in the last chapter, that people 
usually hold some money in reserve to carry them over from one 
installment of money income to the next, to make various expendi- 
tures from day to day, to pay their debts as they fall due, to provide 
for possible contingencies, and for speculative purposes. A certain 
aniount of such withholding is normal, and does not disturb the 
economy. So long as the quantity of money so held in idleness is con- 
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slant, the circuit flow will be even, and the money flowing into pay- 
ments for goods (either near or remote) at one end of the circuit will 
be equal to the money paid out to agents of production, as costs, at 
the other. However, if people begin to hoard their money, instead 
of spending or investing it, there will be a reduction in the stream 
of money flowing down from the top of the circuit. This is shown 
in Figure 13. The conditions necessary for the operation of Say’s law 
will not then be fulfilled. Prices will fall, the money receipts of 
enterprisers will be less than the costs they have paid out, and losses 
will result. This may precipitate a condition of reduced business ac- 
tivity — perhaps a severe business depression. It is the remote-goods 



Figure 13. Stoppage of the Circuit Flow 
by Hoarding. 


side of the circuit that is most affected by hoarding, for people are 
most likely to hoard the funds which they would otherwise invest, 
not those which they would ordinarily spend in consumption. 

There are three important situations in which a tendency to hoard 
money, instead of invest it, may arise. The first of these has to do 
with speculation. If, for any reason, prices begin to fall and there is 
a prospect that they may continue falling, people who have money 
in excess of their immediate needs are likely to figure that if they 
invest it in goods now, those goods will presently be worth less, in 
money terms, than they now are, and that if, on the other hand, they 
hold the money until prices have fallen Further, it will then buy 
more goods. They will therefore hoard it for the time being. This 
reduces the circuit flow and forces prices to fall even more than they 
otherwise would, which encourages still more hoarding, and so on, 
so that the situation may become progressively worse. Such a move- 
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ment is likely to run its course sooner or later, but in the mean- 
time the consequences may be serious. We shall hear more of this 
in the following chapter. 

The second cause which may give rise to hoarding is political. In 
times of revolutionary upheaval or impending military defeat, peo- 
ple may feel that the safety of investments is threatened. They will 
then seek to accumulate as much cash as possible in some safe place, 
thereby withdrawing it from circulation. Excessive taxes or onerous 
regulations which hamper business men or which darken their pros- 
pects for profits will also check investment. 

Finally, if investment is too great, so that there is an oversupply 
of equipment, the interest yielded therefrom may be so low that 
it is insufficient to attract investors. Rather than run the risks of loss 
which are always attendant upon investment, savers may prefer to 
hold their surplus in the form of money. Economists have hitherto 
supposed that this condition would bring its own remedy, through 
the functioning of the interest rate, as described in an earlier para- 
graph. That is, the low interest rate should make it possible for busi- 
ness men to utilize forms of equipment that would not otherwise be 
profitable, so that the demand lor investible funds would grow. At 
the same time the low rate should discourage saving, so that people 
would spend more and save less, thereby reducing the excess supply 
of funds to the amount which could be absorbed by this expanded 
demand. But what if the supply of savings is not responsive to the 
interest rate? What if people persist in saving in spite of a lack of 
suitable opportunities to invest all of the savings profitably? Then 
there will indeed be trouble. 

ICeynes’ Theory of Employment. — This is precisely the situation 
which is pictured by the British economist Keynes, as now confront- 
ing the countries of western civilization. His argument runs some- 
what as follows: ® He believes that the volume of money savings 
grows larger as incomes increase, regardless of the rate of interest; 
hence, in those countries where technical efficiency is high and where 
real incomes are correspondingly great, the volume of savings will 
grow progressively larger. These savings cannot be invested unless 
profitable opportunity for the use of more equipment exists. Such 
opportunities are more and more difficult to find, he believes, be- 
cause there are fewer and fewer frontier regions to be developed, 
and population is not growing as fast as it formerly did, so that the 
demand for consumers’ goods is no longer increasing very rapidly. 
There might be sufficient demand for all the savings if the rate of 

® The argument is here stated in my own terminology, not in that of Keynes, whose 
use of terms is somewhat unusual. This theory is further explained in Chapter XXI. 
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interest could fall low enough to permit enterprisers to obtain loans 
cheaply; but this cannot happen, for one thing, because people will 
hoard, rather than invest, if the interest yield does not suffice to off- 
set the risks of investment. Besides, he believes that people have be- 
come so accustomed to prevailing interest rates that there is a psy- 
chological obstacle to their reduction. The result is that not all of 
the money savings can be invested, and so they are hoarded instead. 
This breaks the circuit flow of money and starts a deflationary (all 
in prices which has unfavorable repercussions on business activity. 
The volume of production is thereby reduced and. with it, the 
amount of employment. As production declines, real income is re- 
duced, leading to a decrease in the volume of saving. This goes on 
until money savings have fallen to the point where they no longer 
exceed the possibilities for profitable investment. Hoarding will 
then cease, the circuit flow of money will be continuous, and the 
economy will be in equilibrium. However, it will he an eqiiilibrniin 
in which the level of activity is so low that labot is not fully em- 
ployed. 

Keynes’ theory thus makes investment the determiner of the level 
of economic activity and of the volume of employment. Only if cur- 
rent investment can be kept equal to the How of money savings can 
full employment be maintained, and this will not occur automatically 
in a world confronted with disappearing frontiers and a relatively 
stationary population. Observe that this amounts to a denial that 
Say’s law can operate under present conditions, for Say’s law holds 
that total demand tends to equal total production. Keynes argues 
that total demand depends upon investment, and that this is a lim- 
ited quantity. Say’s law takes it (or granted that money saved will be in- 
vested and the circuit flow thereby maintained; Keynes holds that 
not all the money saved will be invested and, therefore, the circuit 
flow will be broken. 

So pessimistic a theory should not be accepted until it has been 
critically examined and tested. Convincing evidence has not yet f)een 
presented to establish Keynes’ belief that opportunities (or profitable 
investment of savings are declining There are still many regions of 
the world whose resources are not fully exploited, and which ofler 
boundless opportunities lor development. All that is needed is the 
establishment of more stable government and the spread ol more 
progressive ideas among the inhabitants ol those regions. Fhe out- 
look for new industries, made possif)le by the progress ol sc ienc e and 
invention, is very good. The cievelopnieni , within the past lew dec- 
ades, of such products as airplanes, radios, talking pic tures, rayon, 
and plastic materials, may be followed by many others equally revo- 
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lutionary. Moreover, it has not been demonstrated that rates of in- 
terest cannot fall below those which have hitherto prevailed- Taking 
all these things into consideration, it does not appear that Keynes 
has said the last word upon this subject. 

Summary 

In this chapter we have considered the conditions upon which the 
maintenance of full and balanced economic activity depends. Mone- 
tary influences have a special bearing upon this problem. 

According to Say’s law, the total demand for goods is identical 
with the total supply; hence, a full level of activity is not prevented 
by lack of sufficient demand for the products of industry. The cir- 
cuit flow of money, from income recipients, through consumption 
and investment, to agents of production, and thence to income re- 
cipients once more, demonstrates Say’s law for a money economy, 
by showing the identity of money incomes with money costs. How- 
ever, the working out of the law depends upon fulfillment of two 
assumptions: namely, that money savings will be invested (not 
hoarded), and that the several branches of industry will be in bal- 
anced adjustment with each other. Conditions may arise in whit:h 
these assumptions do not hold true. It follows from Say’s law that 
there cannot be general overproduction of goods; but there may be 
misdirected production. It also follows that the demand for labor 
will be equal to the supply of it; therefore, in the long run, limita- 
tion of output and the making of useless work are unnecessary to 
the maintenance of full employment. I.abor can hardly be blamed 
for advocating such policies, however, in view of the temporary mal- 
adjustments which frequently limit their opportunities for employ- 
ment. 

The continuity of the circuit flow of money and, hence, the main- 
tenance of a full level of activity, depends upon the investment of 
money savings. It is the function of interest to keep investment in 
balance witli savings; if savings exceed investment, the rate of in- 
terest falls, tending to reduce saving and stimulate investment; if 
savings fall short of investment demand, the rate rises, saving is en- 
couraged and borrowing is reduced, until they are equal. There is 
thus an equilibrium rate of interest which tends to preserve the l)al- 
ance of industry. The bank rate of interest, however, is based on the 
relative size of bank reserves and is different from the equilibrium 
rate. If it is below the latter, investment exceeds voluntary saving, 
the excess being financed by bank credit expansion. Consumers are 
thereby forced into involuntary saving, because, prices having risen 
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faster than their money incomes, they cannot buy as much as be- 
fore. A bank rate above the equilibrium rate has the opposite effect. 

Credit expansion with involuntary saving causes a vertical malad- 
justment of industry, by stimulating production at remote stages 
out of proportion to production at stages nearer the consumer. In- 
dustry may also be maladjusted horizontally, by unbalanced develop- 
ment of the various branches of industry through faulty anticipation 
of demand. Vertical maladjustment is largely of monetary origin; 
horizontal is not. but it may start a chain of monetary contraction. 
Such contraction will also be brought about if savings are hoarded 
instead of invested — a condition which may be precipitated by an 
incipient decline of prices, by political conditions unfavorable to 
investors, or by a reduced yield resulting from an oversupply of 
equipment. Keynes believes that highly developed countries offer in- 
creasingly limited opportunities for investment, with a high level of 
incomes which leads to excessive savings. Xhe surplus savings are 
hoarded, so that prices fall, activity declines, and real incomes are 
reduced, until the excessive saving no longer occurs. There results 
an equilibrium in which the level of activity is low and in which 
there is unemployment. The truth of this theory is not yet estab- 
lished. 
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Chapter XII 


BUSINESS CYCLES 


A. The Nature and Course of Business Cvci.es 

Cyclical Fluctuations of Business Activity. — The discussion of 
Say's law in the last chapter indicated that in a well-balanced eco- 
nomic system a high level oF activity may prevail — a level in whu h 
labor and capital are relatively fully employed, and in which there 
is, consequently, a large volume ot production. But the discussion 
also showed that there are maladjiistinents, which may interfere with 
the attainment of such a prosperous state and lead to a generally 
reduced level of business activity. As a matter of fact, neither of these 
conditions is continuously maintained in our society: we have neither 
permanent prosperity nor chronic stagnation. Instead, the business 
world is characterized by alternating waves of prosperity and de- 
pression. 

In the alternations, there is a fairly well-marked series of changes, 
which recur in a more or less rhythmical manner. Because ot this 
recurring character, these movements are commonly called business 
cycles, although the more general term, economic fluctuations, is also 
sometimes used. The cycles are closely assoc iated with the monetary 
phenomena which have been the subject of the last four chapters. 
Their influence is far-reaching. They affect not only produc tion, 
prices, and trade, but they extend into the lives of the people, through 
their effects upc:)n wages and unemployment. It seems that they cause 
the whole life ol man to pulsate in a sex ial rhythm of ascent and de- 
cline. F.ven suc:h apparently unrelated things as the prevalence of 
crime, tlie rate of marriage, and the number ol births and deaths, 
are subject to this influenc e. 

Phases of the Business Cycle. — Four phases of this cyclical move- 
ment are usually recognized. Thc'se phases are: prosperity, crisis for 
recession), depression, and revival. Each of these will now be de- 
scribed in turn. 

If we analyze the conditions prevailing during a period which pro- 

«59 
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motes increasing business activity, and which business men describe 
as prosperous, we ivill find a number of distinctive characteristics. 
These are the earmarks of what we may call the period of prosperity. 
In this phase of the cycle, prices are found to be rising, and, with 
them, interest rates and (more slowly) wages. Business activity is 
brisk: new investments are Freely made, old establishments are en- 
larging their plants, building construction is increasing, factories 
and other shops are operating at or near full capacity, and there is 
but little unemployment. There is a ready market for securities. 
Stocks sell at high prices, favoring the launching of new enterprises. 
Banks are very busy; their deposits are large, and the ratio of money 
reserves -to deposits is low. Among business men there prev^ails a tone 
of pronounced optimism, which leads them to undertake risks boldly. 
All these conditions are cumulative; they become progressively more 
pronounced, until sooner or later a reaction sets in, and the next 
phase of the business cycle is begun. 

The onset of reaction is called a crisis, or recession. It is primarily 
financial in its nature. 'At this stage the cumulating prosperity has 
gone so far that it has produced a marked inflation of credit. Prices 
are. at their peak; interest rates have risen so high as to discourage 
further borrowing; plants have been extended as far as, or fartlier 
than, the demand for products warrants; many persons’ credit has 
been badly strained, A few firms that have invested too boldly may 
fail. The banks have permitted inflation of their deposits to go as 
far as possible; they are now forced to curtail further loans and put 
pressure upon business men to get tlieir affairs more nearly on a 
cash basis. The precarious situation of the more reckless enterprises 
has produced a feeling of uneasiness and doubt as to the soundness 
of loans, leading both bankers and other business men to be cautious 
about further borrowings and lendings. The interest rate becomes 
prohibitive. Inasmuch as business has been carried on by the free 
extension of credit, the new situation causes tenseness and puts a 
check to business enterprise. Business men go through a period of 
liquidation, in which they reduce their borrowings and lendings and 
bring their affairs out of speculative uncertainty onto a more care- 
ful and more nearly cash basis. During this phase the stock market 
is adversely affected, the prices of stocks declining sharply. Business 
failures are numerous. Prices begin to fall. 

The crisis, if severe, may take the form of a financial panic. If one 
or two great industrial enterprises fail, possibly causing the failure 
of the banks which supported them, business men may become fright- 
ened as to the safety of their bank deposits. Knowing that their con- 
tinued business activity and reputation depend upon their ability 
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to pay their debts, and fearing that they will be unable to obtain 
either cash or credit, they hasten to draw out their deposits and turn 
every asset into cash. We know there is not enough cash in the com- 
munity to carry on the normal operations of business, since about 90 
per cent of business transactions are settled with deposit money. But 
the deposits rest on confidence, and, when that is destroyed, runs 
upon the banks begin, and all the depositors demand casli simul- 
taneously. Not having the cash, the banks are unable to meet the 
demands, and are forced to close their doors. The result is financial 
chaos. There is a wild scramble for cash; a premium on cash pay- 
ments appears. Securities are dumped on the stock exchanges and 
sold at great losses. The rate of interest on call loans soars. Business 
activity in the financial centers is paralyzed. There is simply not 
enough money available to do the work of exchange. 

After passing through a crisis, business is subject to a more or less 
prolonged depression. Activity having been checked by the critical 
period of liquidation, recovery is slow. Conditions are now almost the 
exact reverse of those prevailing during the period of prosperity. 
Business is “dull.” There is a little buying and selling. Stocks of 
merchandise have accumulated in warehouses and on dealers’ shelves. 
Prices, wages, and interest rates are low. Factories are closed or run- 
ning on part time, and thousands or millions of persons are unem- 
ployed, often suffering severely from the resulting poverty. Borrow- 
ings are few; credit is reduced in volume; the ratio of bank reserves 
to deposits is large. New issues of stock are hard to “float.” old issues 
are low in pric e. A tone ot pessimism prevails among business men; 
they are very <autious, and hesitate to expand or take risks. 

The depression may last tor several months or even years, but 
sooner or later a recovery ensues. The necessity for replenishing de- 
pleted stocks of merchandise, and for repairing or replacing worn-out 
equipment, causes some resumption of buying. The low rates of 
wages, interest, and other costs, which have prevailed during the 
depression, make it possible to carry on operations at low prices. The 
prospect of being able to resume production profitably encourages a 
growth in investment. Business men are more willing to borrow from 
the banks. Credit expands, and the circuit flow of money is increased. 
Resumption of wage payments causes more consumer spending. So, 
in these ancl in other ways, unemployed labor and idle factories are 
brought back into production, and a new wave of expansion is begun. 
As it proceeds, it develops gradually into the phase of prosperity, and 
the cycle repeats itself. 

No two cycles are exactly alike. They differ in duration, in in- 
tensity, and in many other details, but all exhibit the same general 
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sequence of events. We shall describe these phenomena in greater 
detail as we proceed. 

Indexes of Business Activity. — Within comparatively recent years, 
economists have worked out techniques by which the movements of 
business activity can be measured with a fair degree of accuracy. The 
business cycle shows itself in many fields, and, by gathering data in- 
dicative of activity in these fields, a very good view of its development 
can be obtained. Among the indexes used for this purpose are sta- 
tistics of production, especially those showing the output of pig- 
iron, coal, and other fundamental raw materials. The production of 
basic manufactured goods — such as iron and steel products, textiles 
and food products, and the volume of building and other construc- 
tion, are also used. Since prices mov^e upwards and downwards with 
the cycle, index numbers of the price level are likewise helpful. The 
banks are even more responsive to the cyclical movement. Conse- 
quently, statistics of bank deposits and of reserves, loans, and dis- 
counts, are widely used. The best index would be one showing fluc- 
tuations in the volume of trade itself: that is, the actual transactions 
taking place in the business world. This is not easy to measure, but 
it is rather clearly reflected in such items as checks cleared through 
the banks, the shipment of goods over railways and other common 
carriers, and the volume of wholesale and retail sales of merchandise. 
Still other data which can be employed are wages, interest rates, un- 
employment, and business profits. 

Statistical Measurements of the Business Cycle. — Unrefined sta- 
tistics showing the movements of these various indexes, however, do 
not reveal the course of business cycles accurately, because the cycli- 
cal pattern is obscured by other changes, not cyclical in nature, to 
which business is subject. The actual movements of business activity 
result from a mixture of interacting causes, which must be separated 
if the cycle is to be distinguished. Tliis is illustrated by Figure 14, 
which shows the movements of bank clearings outside New York 
City during the years igi8 to 1929, inclusive. Since most business 
transactions involve payments by check, these clearings constitute a 
fairly sensitive barometer of general business activity. Bank clearings 
inside New York City are excluded, because the financial transac- 
tions of the great metropolis are so largely dominated by specula- 
tion that they are not truly representative of the general trend of 
business, and are of sufficient volume to distort the picture. The 
solid jagged line of the graph represents the actual clearings as they 
occurred from month to month during the period studied. On anal- 
ysis, it is possible to dist ern three separate kinds of movement in this 
line. To begin with, it is to be noted that it has a generally upward 
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direction from left to right, indicated by the straight line AB. Tiiis 
corresponds to the gradual expansion of industry which goes on over 
a period of years in any progressive community, and which may be 
thought of as its normal growths During the period of prosperity 
this growth is more rapid, while during depression it is slowed up. 
or temporarily reversed. Hence, the graph takes the form of a line 
moving upward and downward, but usually rising higher than it was 
in the corresponding period before. The general direction of this 



Figure 14. Seasonal Variation, Cyclical Movement, and Secular Trend. 


ascent (from A to B) is known to statisticians as the secular trend. 
The broad deviations above and below this line, which are indicated 
by the curved line in the drawing, represent the cyclical movement. 
But industry is also subject to seasonal changes, some months in the 
year being more conducive to certain types of activity than others. 
In our illustration, for example, there is a sharp drop in bank clear- 
ings every February and a marked rise every October and December. 
These seasonal variations take the form of lesser fluctuations in the 
curve. In our figure they are the zigzag waves of the solid line, above 
and below the curved line representing the cyclical movement. There 
are also usually some sporadic, or random, movements, less tegular 
in nature, which may arise from such phenomena as strikes, the vicis- 
situdes of the weather, and a variety of other causes. 

By appropriate methods, it has been found possible to correct the 
statistical data so that the secular trend can be removed; and, if it is 

1 Curves for new industries which are expanding rapidly will slope upward more 
steeply. On the other hand, the slope for declining industries will he downward. In a 
country that is moving backward industrially, it may even slope downward for business 
generally. Also, it may rise for a period of years and then fall, or vice versa. 
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found desirable, the seasonal variations can be eliminated also. A 
graph can then be plotted trom the corrected figures which will 
show the cyclical fluctuations as movements. like so many waves, 
above and below a horizontal straight line. Figure 15 is an approxi- 
mate picture of how our original graph of bank clearings would look 
after being corrected for both items. Xhe secular trend has been 
reduced to the horizontal line A'B', and the seasonal and random 
variations have been smoothed out. What remains is our former 
curved cyclical line, now represented on its new base as the solid line 
a b c d e f g. Each complete movement from crest to crest of the waves 



Figure 1 5. Cyclical Movement with Seasonal Variation and Secular 

Trend Removed. 

(e.g., from a to c), or from trough to trough (e.g., from b to d). rep- 
resents one cycle. Observe that the three cycles here shown differ 
from each other somewhat in both duration and magnitude. This 
is typical of such movements. 

To be fully accurate, our illustration would need a further cor- 
rection. In the chapter on the price level we learned that, when 
the statistician deals with items expressed in terms of money, he must 
allow for changes in the purchasing power of the dollar. Our hgures. 
showing the dollar volume of bank clearings outside New York City, 
reflect not only changes in the actual volume of bank transactions 
due to general business conditions, but also changes in the value of 
money during the period considered. Were the figures to he cor- 
rected by an index number of prices, so that the volume of clearings 
could fee shown in terms of the price level as of a certain date, any 
changes then remaining in the data would be changes in the actual 
volume of bank tran.sactions. 

With the data made available from such sources as have been 
previously indicated, and with the necessary correction for secular 
trend, seasonal variation, and the price level, a very good index of 
the general business cycle can be obtained. It may consist of a com- 
posite figure, including a number of indicative items, or of a single 
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item, known to be sensitive to changes in general activity. One of the 
most suitable items, for such a purpose, in addition to the volume 
of bank clearings outside of New York City which we have used, is 
the volume of production. 



Figure 16. Bank Clearings Index of Business in the United States, 

1875-1919* 



An Index of Business Cycles in the United States. — In Figures 
16 and 17 there are given, in graphical form, two indexes, one show- 
ing movements of the business cycle in the United States from 1S75 
to the end of 1919, the other from 1919 to 1940.- The first of these 
indexes is based upon bank clearings outside of New York, corrected 
for changes in the price level, seasonal variations, and secular trend. 

2 Both indexes are based upon figures published from time to time by the Federal 
Reserve Bank of New York. 
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Therefore, it shows truly the cyclical movements, except for random, 
sporadic fluctuations which occur from time to time. This index was 
discontinued some years ago; therefore, it has been supplemented 
by the second index, which is a composite, weighted measure of the 
volume of production and trade, based upon a large number of items, 
representing various lines of manufactured goods, railroad and water- 
ways traffic, imports, exports, retail trade, and miscellaneous serv- 
ices. It is, therefore, a fairly good barometer of business activity, ex- 
cept for agriculture. This index is also corrected in such a way as 
to bring out the cyclical movements. The heavy lines marked “loo” 
show what may be regarded as the normal trend of business. Before 
correction, these lines would have had a rising slope throughout most 
of the periods under consideration. Upward movements of the cycli- 
cal curve indicate periods of business expansion, and downward 
movements show the periods of decline. The upper peaks of the curve 
are the turning points where recessions set in, while the lowest points 
in the troughs represent the transitions from depression to revival. 

The Duration of Business Cycles. — It was formerly believed that 
business depressions recurred rather regularly every eiglit to ten 
years. Economists were led to this belief by the fact tfiat a number of 
conspicuous depressions during the latter Iialf of the nineteenth cen- 
tury occurred at about that interval. However, with the progress tliat 
has been made in statistical measurement of cyclical movements in 
recent years, it has become apparent that the cycle is somewhat 
shorter. Cycles in this country run from three to five years in length, 
the average being a little below four years. This is not typical of all 
nations. Only those nations with a money economy as highly devel- 
oped as ours will have cycles of our length. 'Fhe less developed a 
nation’s economy — and hence the less the opportunity for broken 
circuit flows and faulty credit structures — the less frecjuently will its 
business experience waves of expansion and contraction. In that case, 
the cycles will be longer. 

Several statisticians have offered evidence of the existence of longer 
cycles, existing along with tlie short cycles just referred to. Some 
still contend that business cycles of eight to ten years’ duration can 
be detected; others hold that there are cy<'liral movements as much 
as fifty years in length. It is quite possible that there may be sevetal 
wave-like movements intertwined. So. the accepted foiir-vear cycles 
may fluctuate about a wave-like nicjveinent of filty years or there- 
abouts. in the same way that seasonal variations fluctuate about the 
course of the business cycle. But there is some question about the 
existence of tiiese longer wave-like movements. If their reality is 
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once fully proved, we shall have to interpret the phases of prosper- 
ity, crisis, depression, and revival with reference to the longer waves 
of which they are a part. A prosperity in the trough of a long wave 
will not represent as high a level of activity as one on the crest of the 
longer movement, and a depression in the trough of a long wave will 
be much more severe than one on the upper part of, it. An analogy 
may make this clearer. Let us think of a day as analogous to prosper- 
ity and a night as comparable to depression. We may then see that, 
while all days have common characteristics, as do all nights, the posi- 
tion of the earth, as it revolves about the sun, makes considerable 
difference in the duration and intensity of both day and night. The 
position of the earth in its orbit makes the summer days longer and 
warmer than the winter days, A summer night, conversely, is shorter 
and less cold than a winter night. One point that lends some support 
to the belief in the existence of long wave-like movements, about 
which ordinary cycles fluctuate, is the nature of cycles in the decade 
immediately following 1929. The graph of that period in Figure 17 
reveals a wave-crest in 1936-37 high enough to mark it, by compari- 
son with the depression, as a period of prosperity, but the level of the 
entire period, including this relative prosperity, is low. Therefore, 
advocates of the long-wave theory would contend that the 1936—37 
prosperity was seated in the trough of a long depression. On the 
other hand, there is still room to argue, as some economists have 
done, that these long waves are not cycles at all, because it is said 
that they lack the rhythmical pattern which is essential to the cycle 
concept. They may be merely accidental shifts in secular trends, the 
result of fortuitous events. 

The Magnitude of Business Cycles. — We have said that cyclical 
fluctuations appear most frequently in highly developed money econ- 
omies. Such nations depend partly upon foreign trade, so that they 
are influenced very considerably by conditions abroad. A depression 
in England, for example, means that we will sell less goods to Eng- 
land, and reciprocally we will have less foreign exchange with which 
to buy from England. The curtailment of our imports means still 
less income for the English with which to buy our goods. Our foreign 
trade therefore declines still further. Our domestic trade must also 
fall when our total national income dwindles. So, there is a cumula- 
tive chain of reactions which causes the depression to spread to tliis 
country. 

Economic interactions of this sort are world-wide, existing wherever 
there is trade. But the less developed a nation is in a monetary di- 
rection, and hence, the less of a trader it is, the less it will be influ- 
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enced by outside circumstances. Moreover, as we have already noted, 
it will be less frequently subjected to cyclical ups and downs. Such 
cycles as do develop will be mild in amplitude. 

The United States has a highly evolved money economy tvhich per- 
mits cyclical movements of great magnitude; but they vary in sever- 
ity. A visual picture of the extent and variation of the movements 
can be obtained from observation of the graphs in Figures i6 and 
17. A statistical average of a number of business cycle indexes indi- 
cates that, in this country, the average drop from prosperity to de- 
pression, and the average rise from depression to prosperity, is about 
twenty-five per cent. Occasionally the rise or fall is far greater. The 
unprecedented collapse that followed the crash of 1929 was more 
than double the average. 

B. Expi.anations of Business Cycles 

External and Internal Causes. — If we think of the economic proc- 
ess as consisting primarily of monetary and price transactions, it is 
apparent that important events occurring outside of that process may 
exert great influence on it. Some writers regard business cycles as 
the result of repercussions in the economic process from such exter- 
nal occurrences. For instance, there are said to be cyclical movements 
in natural phenomena, such as temperature and rainfall, which are 
supposed to cause variations in the yield of agricultural crops. Since 
agriculture is an important branch of production, fluctuations in it 
may upset the balance of industry, and thereby affect business con- 
ditions generally. Other economists have stressed the influence of 
such cataclysmic events as earthquakes and wars, which may seriously 
disturb the economic balance of a nation or a whole group of natioris. 
A number of writers have emphasized the importance of new dis- 
coveries and inventions as factors which give an impetus to indus- 
try, and thereby start an expansive movement which eventually spins 
itself out, until some new impelling occurrence comes along to stim- 
ulate another expansion. 

There is no denying that external forces of this kind may have 
powerful stimulative or depressing effects upon economic activity; 
but it is hard to see how the sporadic occurrence of a war or an 
earthquake can explain the rather uniform, rhythmical, sequence of 
phases which is characteristic of busines cycles. The theory that al- 
ternations of crop activity are the basic cause is a somewliat more 
satisfactory explanation in this respect, but it has not yet been proved 
that climatic and crop cycles are correlated closely enough with busi- 
ness cycles to account for the occurrence of the latter. Although no 
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two business cycles are alike, the fact that they have a generally simi- 
lar pattern suggests that there must be something in the nature of 
the economic process itself (e.g., a monetary disturbance) which is 
responsible for such movements. Even though a war or the opening 
up of a new territory might start an expansion, we have still to look 
within the economic process for the forces which cause the expansion 
to take the particular form that it does, and eventually to bring about 
a reaction which culminates in a depression. 

Some students of the problem believe that there are enough in- 
ternal causes to account for all the cyclical phenomena commonly 
observed, without the necessity of introducing any external causes 
into the explanation. Others say that external factors provide the 
impulse which starts a movement of business, while internal factors 
explain the cumulative and rhythmical effects of action and reaction 
which follow after the impulse has taken effect. Perhaps the most 
reasonable attitude is to regard certain factors in the economic proc- 
ess as making for a condition of inherent instability, of such a nature 
that any disturbing force, either from within or without the system, 
can set in motion an expansion or contraction which is cumulative 
and rhythmical in character. Xhe analysis of the preceding chapter 
suggests that there are such destabilizing factors, tending to upset the 
balancing factors which make for stability. How these two sets of 
influences can react upon each other in such a way as to produce a 
cyclical pattern of events will be developed at a later point in our 
analysis. 

Psychological Waves of Optimism and Pessimism. — Another 
group of students believes that business cycles are the result of waves 
of feeling which sweep over the business world from time to time. 
According to this view, the phase of prosperity is one in which 
business men are unduly optimistic, and this begets unwise and reck- 
less adventures. There is a process of cumulative error, resulting 
from an exaggerated estimate of the possibilities of expansion. The 
errors are presently revealed when market realizations do not come 
up to expectations, and profits are succeeded by losses. The resulting 
disasters cause a feeling of worry and anxiety, often of actual fear, 
which permeates the world of finance and is partly responsible for 
the collapse of credit. This is succeeded by a tone of pronounced 
pessimism, which helps to continue the depression and prevent a 
speedy recovery. 

Psychological influences undoubtedly have something to do with 
business cycles. Too much stress is laid on these factors, however, 
when sole responsibility for the cycles is laid at the door of social 
psychology. There must be underlying economic causes for the 
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changing mental attitudes of business men. Hence, it seems prob- 
able that waves of optimism and pessimism accompany, accentuate, 
and perhaps prolong prosperity and depression, but are not the 
primary causes. 

The Underconsumption Theory. — A very popular theory, espe- 
cially in the United States, may be summed up in the words oter- 
saving and underconsumption. According to this view, too much 
monetary income is poured into the remote-goods side of. the circuit 
flow, not enough into the near-goods side. The excessive saving leads 
to an increase in equipment, which eventually increases the output 
of near-goods. But, since there is a deficiency of consumptive ex- 
penditure, these goods cannot be sold at prices which will cover the 
costs of producing them. As a result, prices fall, producers suflFer 
losses, business failures occur, and a depression is begun. The halt- 
ing of production stops or reduces the excessive flow of near-goods 
into the market; meanwhile accumulated stocks of unsold merchan- 
dise are disposed of at low prices. When the supply of near-goods has 
been reduced to the point where it no longer exceeds consumptive 
demand, prices go up to profitable levels again, and a revival of busi- 
ness activity sets in. As this develops into prosperity, saving is re- 
sumed, and again becomes excessive. The cycle is then repeated. 

According to socialistic writers, who have long been the chief sup- 
porters of this theory, deficiency of consumers’ demand is only the 
symptom of a deeper, more basic maladjustment. The fundamental 
difficulty is that incomes are too unequally divided. The rich 
property-owners get so much that they cannot consume it all, so 
they invest the surplus in equipment, which is used to produce goods 
for sale to the masses. But the wage-earning masses are too poor to 
buy the goods at profitable prices. So, the capitalistic system breaks 
down at intervals, because of its chronic inequality. 

Other economists say that the source of the difficulty rests in the 
fact that wages do not go up as fast as commodity prices in periods 
of technological progress or cyclical boom. The resulting lag of costs 
behind selling prices gives rise to excessive profits, which profits are 
reinvested, so that productive capacity and output increase at a more 
rapid rate than expenditures for consumption. There may also he 
some lag in farmers’ incomes; this likewise slows up demand for 
consumers’ goods, for manufacturing industries rely to a considera- 
ble extent upon farmers to buy their output. 

Recall now what was said about saving, investment, and the inter- 
est rate, in the preceding chapter. It was there pointed out that there 
can be too much saving, in relation to what is spent for consump- 
tion, but that this ought to be corrected automatically, through the 
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working of the interest rate. If too much is invested in equipment, 
interest should fall, so that further saving would be discouraged and 
more of the people’s incomes would be spent. There is some ques- 
tion, however, about the responsiveness of saving and consumption 
to the. interest rate. And even if there is such a response, it may be 
that it does not work delicately enough to maintain a balanced ad- 
justment. It is possible that oversaving may go so far, before the cor- 
rective process can take effect, that a critical readjustment is un- 
avoidable. Perhaps the ups and downs of prosperity and depression 
are but the symptoms of a regulative mechanism which works clum- 
sily and jerkily. These considerations give to the underconsumption 
theory some plausibility. 

There is no reason to suppose, however, that underconsumption 
is a necessary result of inequality. The rich do not have to invest any 
more of their incomes in industry than they care to. There are plenty 
of opportunities for spendthrift consumption, as well as for. construc- 
tive philanthropy. If the prospective rate of interest did not offer 
them a sufficient inducement to make investment seem worth while 
to them, it is reasonable to assume that they would turn to these other 
alternatives. The trouble, then, lies not so much with the existence 
of inequality as with faulty anticipation of earnings and the faulty 
behavior of the interest rate. It might well be, however, that a rapid 
change in the distribution of incomes, such as the increase in profits 
in relation to wages stressed by some proponents of the oversaving 
theory, might cause an increase in saving too rapid to be corrected 
by a fall in the interest rate. This is at least a tenable hypothesis; but 
we must not accept it too hastily, for there are considerations which 
weigh against it, and there is another theory which is even more 
plausible. 

For many years the underconsumption theory was confined to 
socialistic circles, and was generally rejected by competent econo- 
mists; but since about 1930 it has'been supported, in one form or an- 
other, by some economists of standing, especially in the United States. 
The majority of careful students of the business cycle, however, are 
more inclined to the overinvestment theory, mentioned in the last 
chapter, and presently to be set forth more fully. 

The Alleged “Dilemma of Thrift.” — Wliat has just been said 
about the tenability of the underconsumption theory must not be 
taken as a defense of the view, put forth by certain writers, that any 
saving necessarily involves the economic process in difficulty, because, 
they say, saving withdraws money income from demand at the same 
time that it increases the supply of goods. The goods cannot then be 
sold without a fall of prices, which destroys profits. Society is thus 
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confronted with a dilemma: if it does not save, it cannot make 
progress; if it does save, it is plunged into a depression. This naive 
view is clearly untenable. We know, from the circuit flow analysis, 
that savings, if invested, do not withdraw money from the demand 
for goods; they merely divert it into new channels. Money saved and 
invested is paid out for remote-goods instead of near-goods. But, 
money spent in the purchase of remote-goods is just as truly a de- 
mand for commodities as if it had been spent for clothing or food. 
If a community, having an income of one hundred million dollars 
in a given period, saves ten per cent of it, there is a demand for fen 
million dollars worth of equipment and ninety million dollars worth 
of immediately consumable goods in that period. If the industries of 
that community will produce near- and remote-goods in tliose pro- 
portions, there will be no overproduction of either, for the "time 
being, and demand and supply will be in balance. 

But will they also be in balance in the long run? According to the 
dilemma of thrift philosophy, they cannot be, because, if there is any 
saving whatever, beyond what is necessary to replace existing equip- 
ment as it wears out, there will be an increase in productive equip- 
ment which must sooner or later increase the output of near-goods. 
This means that the prices of these goods must eventually fall, 
thereby causing a decline in profits, and leading to a depression. Ob- 
serve that this line of reasoning does not stop with the admittedly 
undeniable statement, that saving can be out of balance with con- 
sumption; it asserts that any saving which increases the output of 
goods must lead to disaster. 

Against this extreme view there are two things to be said. In the 
first place, prices need not fall merely because the output of goods 
is increasing; for there may be at the same time an increase in money 
incomes- It would be natural to expect some increase in the mone- 
tary circulation parallel with productive expansion. In the second 
place, even if prices do fall as a result of an increase in equipment, 
this need not cause business losses, for there should be a concomi- 
tant decline in costs of production. The extra output made possible 
by the growth of saving is accomplished without any addition to costs 
other than interest; for the investment of savings does not involve 
the employment of more agents in production (except for saving or 
waiting); it requires only that the existing agents be used in a more 
roundabout process.'* This process is more productive than the shorter 
process which would be employed if there were less saving; hence 
the costs per unit of output are less. There is one exception to this 

» Recall the discussion of this in Chapter IV. 
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statement. Since more waiting is involved, the interest charges may 
conceivably be greater; but if the lengthening of the process is due 
to an increased supply of savings (as the theory assumes), the rate of 
interest should be lower, which should offset the increased cost of 
waiting, at least in part. There is likely to be a further decline in unit 
costs, resulting from progress in the arts. If the increase in saving and 
investment takes place steadily and gradually, we may expect im- 
provements in the technique of production to keep pace with it — 
especially in a progressive country like the United States. These con- 
siderations lead us to conclude that saving (in excess of what is 
needed for equipment replacements) need not necessarily cause busi- 
ness losses, nor plunge industry into a depression. Only if saving is 
excessive in relation to consumption need there be any disturbance. 
This last is possible, but not inevitable. It will not occur if the in- 
terest rate performs smoothly the functions attributed to it. 

Monetary Inflation and Deflation. — The explanation of business 
cycles offered by the underconsumption theory lays very little stress 
on the behavior of the monetary system. Yet it is clear that monetary 
factors cannot be left out of the picture. The cycle is a phenomenon 
peculiar to those economies which have a highly developed system 
of credit. Many of its characteristics, in fact, are definitely monetary 
in character. The period of revival and prosperity is one of monetary 
inflation, when an increase in production is financed by expanding 
bank credit, and accompanied by a consequent increase in the general 
price level. The crisis, if at all severe, is conspicuously a time of finan- 
cial strain, when credit is hard to obtain, loans are being called, and 
everybody is seeking to make his position as “liquid” as possible, by 
converting his assets into cash. Credit then shrinks noticeably in 
volume, hoards of cash are accumulated, and bank balances are al- 
lowed to lie idle. Thus the circulating medium shrinks in volume, 
constituting a deflation which continues during the depression, ac- 
companied by a fall in prices due to the reduced flow of currency. 

These facts lead some economists to attribute business cycles pri- 
marily to monetary causes. The medium of exchange on which the 
modern economy depends is an intangible and precarious structure 
of credit, based on very small reserves of cash, and dependent for its 
continued existence on the solvency of most business men and the 
general preservation of confidence. Through the power which the 
banking system has to extend new loans when demand for them is 
brisk, the volume of credit is easily expanded; but the amount of 
such expansion is limited, and the reaching (or even approaching) 
of its limit may cause serious trouble. Moreover, since the whole 
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structure is based upon loans, its integrity depends upon the ability 
of borrowers to pay their loans when due, so that if anything hap< 
pens to weaken the security of debts, the structure of credit may 
readily collapse. 

These occurrences are so obviously a feature of business prosperity 
and depression that no explanation that does not take them into 
account can be entirely satisfactory. On the other hand, it is too 
much to attribute cycles to monetary causes alone. To be sure, the 
vagaries of the monetary system can have important effects upon the 
operations of industry, so that it is not unreasonable to think of mon- 
etary phenomena as a cause of economic disturbance; but the mon- 
etary system is also responsive to changes in the underlying industrial 
process, so that it is just as reasonable to suppose that industrial un- 
balance is a cause of monetary repercussions. The best explanations 
of business cycles, therefore, are those which run in terms of inter- 
actions between the structure of industry and the monetary system. 

The Monetary Overinvestment Theory. — The monetary theory 
of overinvestment, set forth in the last chapter, affords the basis for 
such an explanation. This theory emphasizes the distortion of the 
vertical structure of industry — a maladjustment brought about by 
banking operations. When the banks have excess reserves, they 
encourage business men to borrow, by offering loans at less than 
the equilibrium rate of interest. There follows the creation of new 
credit, which is pumped into the investment side of the circuit flow 
of money. This raises prices before the money has been passed on 
to the consuming public, so that the latter are forced into involun- 
tary saving. So long as the credit expansion continues, consumers’ 
incomes lag behind the upward movement of prices, and the involun- 
tary saving continues. Business is very active, however, because of 
the new investments promoted by the expanding bank credit. This 
activity constitutes the prosperous phase of the cycle. It is a false 
prosperity, however, because investment is running ahead of volun- 
tary saving, thereby altering the vertical structure of production in a 
way that cannot be maintained after the credit expansion ceases. 

The crisis comes when the bank reserves will not support any fur- 
ther extension of credit. Funds for investment, no longer swelled by 
expanding bank loans, must henceforth come from voluntary sav- 
ings. But these do not suffice to finance the equipment programs al- 
ready under way. Some of these have to be abandoned. Also, invest- 
ment banks which have borrowed money in order to underwrite new 
issues of stocks and bonds, expecting presently to sell them to the in- 
vesting public, will find the market for their securities less than was 
anticipated. The volume of voluntary savings falls short of the amount 
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of securities offered. The investment banks are then caught, and may 
be unable to pay their debts. 

These difficulties are complicated by the fact that there is now a 
sharp shift in demand from remote- to near-goods. Consumers’ in- 
comes, which lag behind the price level as long as credit expansion 
is going on, catch up with it when the expansion ceases. When the 
new purchasing power created by the banks has all been passed on 
to consumers, they resume the mode of expenditure to which they 
had been accustomed before involuntary saving was forced upon 
them. So, the demand for near-goods is increased. This will not affect 
adversely those industries whose roundabout processes, growing pro- 
gressively longer during the expansion period, have attained a stage 
of completion where they can now deliver finished goods by the new 
processes directly to consumers; but it will be disastrous for those 
industries which are caught with their new projects unfinished. 

Let us illustrate the distinction presented in this last sentence. 
Suppose that, during the boom, an important railroad system, hith- 
erto operated by steam locomotives, embarks on a program of elec- 
trification which requires several years to complete. The industries 
which furnish the necessary electric generators, poles, wires, and 
other supplies, likewise embark on projects of expansion, which in- 
volve, in turn, construction of new equipment on the part of indus- 
tries located at stages still more remote from the railroad. Now, if 
all this has been completed before the crisis occurs, the newly elec- 
trified railroad need not be embarrassed by the shift in demand to 
near-goods that takes place at this stage. It can utilize its new equip- 
ment to move such goods rapidly and efficiently from farms and fac- 
tories to consumers- But if the electrification is incomplete, not only 
the railroad, but the industries which are auxiliary to its electrifica- 
tion program, may face disaster. The railroad is called upon to de- 
liver to consumptive markets immediately a greatly increased volume 
of goods. It must carry on by the old process for the time being, 
mustering all the steam power facilities at its command to handle 
its traffic. Funds available for investment (which are now scarcer than 
they were) must be diverted from the electrification project to the 
quick repair of locomotives which were soon to have gone to the 
scrao heap, and for putting every available facility into condition for 
the immediate handling of goods. The manufacture of electric loco- 
motives and related equipment must wait. The industries which 
supply electrical equipment for the railroad are faced with canceled 
orders, or at least with the absence of new ones which they had an- 
ticipated and prepared for. They have borrowed money with which 
to purchase equipment in order that they might meet these orders. 
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expecting to meet the loan charges out of receipts from new business 
which is now not forthcoming. Unable to meet their debt charges, 
they fail. 

Meanwhile, the whole electrification project is beginning to look 
more and more dubious. It was begun at a time when the prices of 
materials were low and funds could be borrowed at low rates ol in- 
terest. A margin of earnings above the expected costs was visible — a 
margin more than sufficient to meet the interest and amortization 
charges, and thereby to justify the investment. Now the rising costs 
reduce this margin to the point where a loss on the investment ap- 
pears probable. It may have to be abandoned. All that has been done 
on it to date, not only in the railroad itself, but in the antecedent 
industries, will then be a total loss. Business failures may occur all 
along the line. 

At every crisis, many industries find themselves in positions simi- 
lar to this. Overexpanded during the period of prosperity, they are 
caught with incompleted and prospectively unprofitable projects on 
their hands when the expansion of credit ceases. Lacking the stimu- 
lus of repeated injections of new credit, they are unable to carry on. 
Industries at stages near the consumer are supported by the shift of 
demand to near-goods, but those at remote stages are hard hit, and 
many are unable to weather the storm. So. the boom, started by the 
expansion of credit, collapses. There ensues a general process of 
liquidation, in which business men, hard pressed for funds with 
which to pay their debts, dump their goods on the market lor what- 
ever they will bring. 

Loans are paid off, or written off by the creditors as a loss, so that 
a deflationary contraction of credit takes place. The forced sales of 
goods and the shrinkage of credit forces the price level downward. 

At this stage, investment falls short of voluntary saving, for new 
projects do not look very attractive. Unexpended surpluses are accu- 
mulated as idle bank balances, and there is some lioarding of cash. 
As loans shrink, bank reserves become larger in relation to deposits, 
a condition which leads the banks to lower their interest charges be- 
low the equilibrium point, in order to attract borrowers. This makes 
credit cheap enough to make loans look profitable again, which tends 
to promote a revival of investment. Eventually it does revive. Tlien 
a new expansion begins, and tlie cycle is repeated. 

Overinvestment and Underconsumption Contrasted. — At this 
point, it may be well to draw a brief contrast between the ovei in- 
vestment and the underconsumption theories, for the two are in some 
respects so similar that they are sometimes confused; yet there are 
sharp differences between them. The similarity consists in the fact 
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that they both stress the importance of excessive investment in the 
remote*goods industries; but there the likeness ceases. The under- 
consLimptionists view the excess of investment as the result of too 
much voluntary saving, arising out of inequalities of income; the 
overinvestment theorists view the excess of investment as the result 
of involuntary saving, arising out of the power of the banking sys- 
tem to expand the volume of credit. To the underconsumptionists, 
the difficulty created by the excessive investment is that consumptive 
demand is too small to buy the goods resulting from the excessive 
investment; to the overinvestment theorists, the difficulty is that con- 
sumptive demand is too great, after the expansion of credit ceases, 
to permit the investment projects to be completed — agents have to 
be shifted from remote- to near-goods in order to satisfy customers. 

The following table will throw these distinctions into sharp relief: 



Basic weakness 
causing mal- 
adjustment. 

Nature of the 
maladjustment. 

Immediate cause of col- 
lapse. 

Undercon- 

sumption 

theory. 

Inequality of 
incomes — in- 
sufficient pur- 
chasing power 
of the masses. 

Too much vol- 
untary saving 
and investment; 
too little spent 

In consumption. 

A glut of products, in rela- 
tion to an insufficient con- 
sumptive demand, lead- 
ing to a fall in prices. 

Overinvest- 
ment theory. 

Power of the 
banking sys- 
tem to expand 
credit. 

Investment in 
excess of volun- 
tary saving, fi- 
nanced by ex- 
panding bank 
credit, stimu- 
lated by a too 
low rate of in- 
terest. 

Insufficiency of voluntary 
savings to complete in- 
vestment projects after 
credit expansion ceases; 
redirection of production 
to ncar-goods to meet in- 
crease of consumptive de- 
mand when consumer in- 
comes catch up with rising 
prices. 

Of the two theories, the 

overinvestment 

one appears to account 


more fully for the observed phenomena of the cycle than does its 
rival. It probably has more adherents among competent economists 
than any other. However, taken alone, it is hardly a complete expla- 
nation. It needs to be supplemented by certain other factors. In par- 
ticular, we need to consider two other explanations which have some 
bearing on our problem, before attempting to bring together all 
the influences which are requisite to a complete explanation. 

Magnified Fluctuations in Demand for Durable Ooods. — It has 
repeatedly been noticed that those industries which are engaged in 
the production of durable equipment such as buildings, industrial 
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plants, railroads and railway rolling stock, shipyards, and the like, 
are the ones which suffer the most extreme fluctuations in the dif- 
ferent phases of the business cycle. This is also true of those in- 
dustries producing durable consumers’ goods, such as automobiles 
and dwelling houses. Both the underconsumption and overinvest- 
ment theories offer an explanation of this, in attributing the cause 
of the cycle to too much investment. There has also been developed 
a theory, sometimes called the “principle of acceleration,” but per- 
haps best described as the principle of magnified demand. From 
time to time there are shifts in consumers’ demand which result 
from new inventions or changes in habits. These changes lead to 
derived changes in the demand for the equipment which is used in 
the production of near-goods; but the demand for equipment neces- 
sarily fluctuates much more violently than the demand for the near- 
goods on which it depends. 

The reason for this can be explained by a simple illustration. Sup- 
pose that a small garment factory is equipped with ten sewing ma- 
chines, each capable of stitching 10,000 garments per year. The out- 
put of the factory, when working at capacity, will then be 100,000 
garments annually. Suppose, further, that each of these machines 
wears out in ten years of use, so that it has to be replaced at the end 
of that time. There will then be ten new machines to be bought in 
each ten-year period. It is not likely that all of these will be bouglit 
at one time; if the proprietor is a good manager, he will try to ar- 
range his affairs so that he discards one old machine and buys one 
new one each year. This will spread out the cost of the machines so 
as to constitute a moderate annual expense. So long- as his output 
remains the same, the manufacturer of sewing machines can count 
on selling him one machine yearly. Now suppose that the demand 
for garments increases ten per cent, so that the garment manufacturer 
finds it possible to sell an output of 110,000 garments yearly. Since 
each sewing machine produces 10,000 garments, he will now need 
eleven such machines, instead of ten. This means that this year he 
must buy two new machines, instead of his usual one — one new one 
to replace the machine which is worn out this year, and one to take 
care of the increased production. Therefore, his demand for new 
sewing machines has doubled, although the increase in tlie demand 
for his garments was only ten per cent. 

Now suppose that the demand for garments had fallen off ten per 
cent, instead of increasing. The manufacturer could then have sold 
only 90,000 garments, for which nine sewing machines would suffice. 
Hence, he could have discarded one sewing machine that year with- 
out needing to replace it. His demand for the machines would have 
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fallen to zero, although the decline in demand for his product was 
only ten per cent! 

If we multiply this illustration to cover the whole garment indus- 
try, we obtain a moving-picture of what happens to the sewing ma- 
chine industry when the demand for garments fluctuates. So long as 
sales of garments continue at a fairly even rate, there will be a reason- 
ably steady demand for machines to replace worn-out equipment, but 
if there is only a moderate shift in the demand for garments, the 
demand for sewing machines will move upwards or downwards vio- 
lently, presenting a difficult problem for the sewing machine in- 
dustry. 

The illustration is typical of what happens to the equipment- 
producing industries generally, when the demand for near-goods 
changes. The precise amount of fluctuation will vary in different 
cases, depending on the amount of equipment in use, relative to the 
normal output of the industry, and on the life of the equipment; 
but, in any case, the variations in demand for equipment will exceed 
the variations in the demand for its product. 

Even if there were not this arithmetical relationship between de- 
mand for end-products and demand for equipment, the durable goods 
industries would nevertheless fluctuate more than those producing raw 
materials and perishable products. If production is to go on, new 
fuel and materials must be purchased more or less regularly to keep 
the factories running; but an old machine can usually be made to 
go on a while longer, so that its replacement can be postponed. The 
result is, that purchases of equipment are likely to be concentrated 
in periods of prosperity. 

This also holds true of durable consumers’ goods. Consumer pur- 
chases of such perishable products as food and clothing do not vary 
greatly from year to year, for people must eat and dress in order to 
live, and as these goods are rapidly used up, they must be continually 
replaced. But this is not the case with such things as houses, furni- 
ture, and automobiles. If consumers’ incomes are shrinking, repairs 
to their homes can be postponed, the old furniture can be kept in 
service, and the old car can be run for another year or two; there- 
fore, expenditures in these directions are drastically curtailed. When 
consumer incomes increase, on the other hand, there is not much oc- 
casion to spend more on clothing or food, so the surplus is used to 
repair homes, buy new furniture, and purchase new cars. 

The development of science and invention causes similar fluctua- 
tions in the durable goods industries- When a new kind of product 
or a new mechanical device is invented, much equipment in the in- 
dustries affected may be rendered obsolete. There will be an enor- 
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mous demand for the equipment until the obsolete capital has been 
replaced, after which the demand will decline to a fraction of its 
former level. 

This theory will explain why the durable goods industries are 
more seriously affected by cyclical fluctuations than other industries; 
but, standing by itself, it does not constitute a complete theory of 
business cycles, for it does not explain the expansion and shrinkage 
of total monetary demand which is characteristic of the alternations 
of prosperity and depression. According to Say’s law, an increase in 
the demand for sewing machines would necessarily be offset by a 
decrease in the demand for something else, so that total demand 
would remain the same as before, unless there was a change in tlie 
monetary circulation- If, however, the macliine expansion is the re- 
sult of newly created credit (the involuntary savings process of the 
overinvestment theory), there need be no shrinkage of money de- 
mand elsewhere, and a general expansion might be initiated. Like- 
wise, with a decline in the demand for sewing machines, in the ab- 
sence of a shrinkage of currency, the money not spent in the sewing 
machine industry would find its way into other channels, so that the 
total demand would remain the same as before; but if the reduced 
investment in the machine industry is used to pay off debts, or is 
hoarded, so that there is a decrease in the monetary circulation, a 
general contraction might be initiated. These observations lead to 
the conclusion that the theory under discussion is best regarded as 
supplementary to some of the other theories which have been ex- 
plained; but it does elucidate one link in the chain of business cycle 
causation. 

The Uneven Movement of Costs and Prices. — We have seen that 
the ups and downs of business activity are accompanied by a rising 
and falling general level of prices. However, these prices do not all 
move in exact correspondence. Some are much more responsive to 
inflationary or deflationary influences than others. In particular, the 
prices of public utility services, such as railway and electric power 
rates, which are controlled by governmental regulation, and the 
prices of commodities controlled by monopolies, are relatively inflex- 
ible. The same is true of wage rates, especially in organized trades 
where labor unions have enough power to resist wage reductions, 
and where employers’ associations can resist wage advances. Interest 
on fixed money indebtedness, and amortization charges for the same, 
likewise do not change during the life of the particular loan in- 
volved. In the case of bonds this may be a long period. On the other 
hand, there arc some prices which change rather freely. This is true 
in competitive industries generally, including most agricultural prod- 
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ucts and a great many raw materials. Short-time interest rates are 
also easily readjusted at frequent intervals. 

These disparities in price movements are undoubtedly significant 
in accentuating the movements of the business cycle. The relative 
stability of wages and long-term interest rates is particularly impor- 
tant. When commodity prices begin to rise, as a result of some ex- 
pansionary impulse in the economic system, the lag of wages and 
interest causes a widening spread between costs and selling prices, 
which spread is a source of increasing profits to business men. These 
profits encourage further expansion, aided by the banks, which be- 
comes cumulative. As the upward movement proceeds, unemployed 
labor, unused plant capacity, and hoarded savings, are gradually 
drawn into industry, until they become increasingly scarce. In an 
attempt to continue the expansion, enterprisers now bid up the prices 
of these factors, so that at this stage they rise faster than the increase 
in the prices of finished products. Profits now begin to shrink, and 
may easily be converted into losses. Those industries which have the 
greatest difficulty in raising the prices of their products will be hard- 
est hit by the increase in costs, and may be forced into bankruptcy. 
The expansion comes to a halt, and recession sets in. In the ensuing 
deflation, the flexible prices fall faster than the inflexible ones, and, 
in particular, the selling prices of commodities drop more rapidly 
than such factor costs as wages and interest. This accentuates the 
deflation. As unemployment becomes extensive and hoarded funds 
excessive, wages and interest rates slowly decline, until eventually 
they reach a point low enough to permit a revival. Here, again, is a 
theory which explains some of the factors which aggravate the move- 
ments of the business cycle, but, like most of the other theories we 
have examined, it must draw partly on the monetary theory for its 
explanation. It is helpful, but not a complete analysis. 

An Eclectic View. — The phenomena of business cycles are so 
varied and complex, that we can hardly expect to explain them by 
any one simple theory. The weakness of all the explanations we have 
been considering is that they try to do just that. Yet all (or most) of 
them do reveal important links in the chain of causation. A satis- 
factory explanation must be eclectic; it must choose from all of the 
several explanations those elements which, when put together, give 
a logical and coherent account that accords with the known facts. 
Thus is derived a composite explanation which gives due weight to 
each causal factor. It must recognize the occurrence of external 
events which impinge upon the economic process, and of conditions 
within that process which cause it to react rhythmically to such 
stimuli. It must take cognizance of both monetary and non-monetary 
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repercussions, and of both vertical and horizontal maladjustments 
in the structure of industry. So, by drawing together the threads of 
various theories, we may get a pretty clear idea of how the business 
cycle runs its course. The description must be in general terms, and 
we must remember that each cycle exhibits differences of detail; but 
something like the following sequence of events usually takes place. 

How Prosperity is Generated. — Let us begin with the assumption 
that a depression prevails, and then trace the factors which start a 
revival and lead on into a period of prosperity. In the depression, 
there is unemployed labor and unused plant capacity. Hoards of 
money exist, in the form of idle bank balances and large bank rC' 
serves. As a consequence of these things, prices, wages, and interest 
rates are low. Moreover, the banks are in a position to supply ample 
credit to any borrowers who have a reasonable prospect of meeting 
their obligations. So, the business situation is one in which any stim- 
ulus can readily start a general expansionary process. Such a stimulus 
may come from internal sources. Stocks of merchandise may have 
become exhausted to the point where production must be increased 
in order to meet current demand, or equipment may be so worn out 
that replacements are urgently needed. Or. some external event may 
give the needed impetus, such as a war, with its tremendous demand 
for munitions of all kinds, a new invention, giving rise to a new in- 
dustry, or an increased demand from abroad, due to a change in the 
international trade balance. 

From one or another of these stimuli, a few progressive business 
men are led to make new investments, drawing on their idle balan< es 
in the banks, or possibly making new loans for the purpose. Tliey 
are encouraged by the banks to borrow, by a rate of interest lower 
than the equilibrium rate. The sums so invested are paid out to the 
owners of the agents of production employed in the new ventures, 
and are spent by the recipients, mainly for near-goods. This increases 
the demand for the latter, and leads to expansion in the industries 
producing them. These industries, in turn, increase their produc- 
tion, drawing funds from hoards or loans, and make further pay- 
ments to productive agents. So, the expansion spreads from industry 
to industry, in an endless chain. As it gets under way, selling prices 
rise faster than costs, leading to profits, in the manner described in 
a preceding paragraph. This leads to a general return ol confidence, 
which encourages further expansion. The process is cumulative, the 
monetary circulation necessary for continued expansion being sup- 
plied by bank credit inflation. Confidence grows to optimism and 
optimism develops into enthusiasm. Before long, a wave of prosperity 
is in full swing. Labor and resources are relatively fully employed. 
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prices are high, and profits are good. This prosperity may continue 
for some months or years, depending on the strength of the stimuli 
at work and on the particular form that the development takes. Let 
us now see what happens to bring it to an end. 

The Crisis or Recession. — In the process of expansion just de- 
scribed, all of the several factors which have been analyzed in the 
foregoing explanations of business cycles have been at work. There 
are the initial stimuli from external events and internal develop- 
ments- The psychology of optimism, tending to errors of overantici- 
pation, is present. Monetary inflation is going on. As a result of this 
last, investment is running ahead of savings. The demand for dur- 
able goods is being magnified- Productive capacity is increasing faster 
than consumption, and selling prices are running ahead of costs. 

All of these tend to generate, in the economic process, strains 
which must, sooner or later, reveal fundamental weaknesses in the 
situation. Particularly serious is the fact that remote-goods have 
been stimulated at the expense of near-goods. As newly created money 
gets into consumers* hands, they try to keep up their customary level 
of consumption by increased expenditures for near-goods. So long as 
unused plant capacity, unemployed labor, and ample reserves of 
credit, are available, these weaknesses may not appear to be serious, 
but when production approaches the point where existing resources 
are fully utilized, and credit is near the limit of expansion which 
existing bank reserves permit, further expansion becomes increas- 
ingly difficult. Even if credit is still available, the growing scarcity of 
productive resources means that further monetary inflation will only 
increase prices, without any substantial increase in the output of 
goods. In the exuberance of the boom, construction projects may 
have been begun on the assumption of a continued increase in de- 
mand, which projects now come to a halt for lack of finances with 
which to continue them; or, the total volume of undertakings which 
have been contracted for may exceed the capacity of industry to pro- 
duce. Frenzied bidding for the scarce agents of production ensues in 
order to complete these contracts. This raises the prices of the pro- 
ductive agents to the point where costs rise above actual or prospec- 
tive earnings. Costs have also been increased by the growing inef- 
ficiency which characterizes a period of active business. In a revival, 
the most efficient labor is first employed, then, when it becomes 
scarce, less efficient workers are hired; moreover, in the general proc- 
ess of speeding up, supervision gets more lax and quality suffers. 
Meanwhile, credit is increasingly difficult to obtain, the banks be- 
coming uneasy because of their shrinking reserves and the increas- 
ingly precarious position of many business enterprises. The banks 
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refuse new loans, and scrutinize with unusual care applications for 
the renewal of old ones. Under these conditions, it would not take 
much to start a downward movement. 

Recession sets in when some important industry, or group of in- 
dustries, incurs such losses that it cannot meet its obligations. Some 
large businesses fail, and, in failing, may cause failure of the banks 
which financed them. This, in turn, causes difficulties for other con- 
cerns which depended upon those banks for credit. There now starts 
a process of progressive contraction which is just the reverse of the 
expansion previously described. The industries which are first to 
curtail dismiss their employees, stop paying dividends, and may not 
even pay interest on their bonds. This reduces the income of wage- 
earners and property-owners, who are thereby forced to curtail their 
expenditures. Thus there is a decline in demand for products of 
other industries, which, in turn, are forced to contract, dismissing 
more employees and reducing dividends and interest payments to 
other security-holders, and perhaps embarrassing other banking in- 
stitutions. The contraction spreads by this process from industry to 
industry. Optimism turns to such pessimism that everyone, includ- 
ing the banks, is afraid to extend credit to anyone else. So there is 
pressure to pav off one’s debts by converting every possible asset into 
cash. There ensues a general process of liquidation, in which com- 
modities and securities are thrown on to the markets for such prices 
as they will bring. Prices fall, but costs fall less rapidly, causing fur- 
ther losses and accelerating the general downward movement- The 
process of contraction gathers momentum, until production and em- 
ployment are reduced to a low level. In the process of liquidation, 
there is a general deflation of currency. Part of the money actually 
disappears, through the reduction of bank deposits which comes from 
the paying off of loans. Another part is hoarded, in the form of idle 
bank balances or actual cash. This shrinkage in the currency is the 
vehicle for the shrinkage in prices. 

If the crisis is very acute, it may degenerate into a panic. Fear con- 
cerning the credit structure seizes the business community, and all 
depositors rush to the banks in an effort to withdraw their funds. 
Reserves of cash being insufficient to meet these demands, the banks 
are forced to close their doors. This collapse of credit paralyzes busi- 
ness. Failures take place in great numbers and the business world is 
in chaos. Panics do not accompany every recession. They occur only 
in crises of unusual severity. 

The Ensuing Depression. — The fall in prices necessitated by 
liquidation sounds the death knell to business profits, and without 
the prospect of profits business activity does not go on. "When every- 
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body is trying to sell and get rid of reserve stocks, there is very little 
demand for further production. Then ensues a time of industrial 
stagnation. Industrial plants close down or continue to operate at 
less than normal capacity. Thousands, even millions of employees are 
laid off. Wages drop. Poverty is widespread. It is a time of great 
suffering for the workingman. No new construction is undertaken. 

The period of stagnation, in which business is now plunged, may 
be more or less severe and more or less prolonged, according to cir- 
cumstances. Usually, the more feverish the preceding period of pros- 
perity has been, the more drastic the recession and the more pro- 
longed the depression. But it cannot go on forever, for existing stocks 
of merchandise become depleted, the populace must still be fed and 
clothed, and more commodities must be produced. Conditions are 
now ripe for revival, as explained in the beginning of this analysis. 
Business gradually resumes, and the cycle is repeated once more. 

The Control ojE Business Cycles. — At this point there is a temp- 
tation to embark upon a discussion of the various ways and means 
that have been suggested for doing away with depressions, but such 
a discussion exceeds the scope of this volume. Our task is to describe 
existing institutions and processes; the prescription of remedies must 
be reserved for another place. Let it here suffice to say that, in so far 
as cycles are due to expansions and contractions of credit, it is ap- 
parent that any action designed to' control business cycles must in- 
clude adequate monetary and banking regulations. Such measures 
alone will not eliminate cycles, but they will mitigate them. Reforms 
of this sort are entirely practicable, and could be put into effect with- 
out drastic change in the basic institutions of our economy. 

The maintenance of perfect balance and stability in industry would 
require control of the non-monetary causes, whose role in cyclical 
phenomena must not be minimized. For the time being, these are 
not so amenable to control as are the monetary factors. To cope with 
them, we would probably have to institute some form of central eco- 
nomic planning. So long as we rely on spontaneous processes for the 
guidance of industry, we must expect some ups and downs to con- 
tinue. 


Summary 

Economic activity is subject to rhythmical fluctuations, which are 
known as business cycles. These cycles pass through four phases: 
prosperity, crisis (or recession), depression, and revival. From sta- 
tistical data of representative business activities, indexes of business 
cycle movements can be computed, and charted in the form of graphs. 
The crude figures must be corrected so as to eliminate seasonal varia- 
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tions, secular trends, and changes in the price level. Cycles in this 
country usually run from three to five years in length. Some students 
believe that there are several cycles intertwined, the longest of these 
having a duration of about fifty years. The average amplitude of the 
fluctuations in this country is about twenty-five per cent. The inter- 
national relations which prevail between highly developed modern 
nations make the cycles international in scope. 

Although economic disturbances may be initiated by causes ex- 
ternal to the system of money and prices, the rhythmical character 
of business cycles is to be attributed to internal influences which 
make the system unstable. Psychological waves of optimism and pes- 
simism aggravate the cyclical movement, but can hardly be viewed as 
their primary cause. The underconsumption theory, which attributes 
depressions to too much saving in relation to spending, resulting in 
production of near-goods in excess of consumptive demand, is logi- 
cally tenable, because of the possibility that the interest rate may fail 
to work smoothly in adjusting the balance between saving, invest- 
ment. and spending; but this is not necessarily the case, and the view 
that underconsumption is the inevitable result of inequality is very 
questionable. Also, the. theory that saving withdraws money income 
from demand, at the same time that it increases the supply of goods, 
and thereby precipitates depression by causing a fall in prices, is 
unsound; for the fall in prices may be prevented by increased mone- 
tary circulation, and, even if not, the falling prices need not cause 
business losses, for costs may be correspondingly reduced by the 
more roundabout methods and falling interest rates that go along 
with increased saving and investment. 

The most satisfactory explanations of business cycles emphasize the 
influence of monetary inflation and deflation. According to the over- 
investment theory, expanding bank credit permits investment in 
remote-goods to exceed voluntary saving; after credit expansion 
ceases, voluntary savings are insufficient to complete the investment 
projects that have been started, and there is a further difficulty be- 
cause production has to be redirected into near-goods, to meet the 
increase in consumptive demand which takes place when the newly 
created money passes into consumers’ hands. Deviations of the bank 
rate of interest from the equilibrium rate initiate credit expansion 
and contraction, which is an important factor in the foregoing se- 
quence of events. Cyclical fluctuations are felt most severely in dur- 
able goods industries, partly because small fluctuations in consumers’ 
demand cause large fluctuations in the demand for productive equip- 
ment. Another theory of business cycles attributes them to the uneven 
movement of costs and prices; wages and interest lag behind com- 
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modity prices, leading to profits and business expansion, then later 
these relationships are reversed. 

By combining the best elements in the several foregoing theories, a 
step-by-step picture of the sequence of events through which pros- 
perity is generated, crisis occurs, depression ensues, and recovery 
takes place, can be developed. Monetary controls can probably do 
much to reduce the severity of cyclical movements, but it is doubt- 
ful if they can be completely eliminated without some kind of cen- 
tral economic planning. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The study of business cycles has been approached by both empirical 
investigation and theoretical analysis. The literature of each kind is too 
extensive to be dealt with at all adequately here, but the following selec- 
tions are fairly representative. 

The leading empirical investigators have been Wesley C. Mitchell and 
his colleagues on the staff of the National Bureau of Economic Research. 
Mitchell’s Business Cycles (1913), and Business Cycles: The Problem and 
its Setting (1927), are outstanding in this field, W. L. Thorp has compiled 
a useful historical account of business cycles throughout the world in 
Business Armais (1926). For a study of the statistical measurement of busi- 
ness cycles, in addition to Mitchell’s second book mentioned above, Carl 
Snyder’s Business Cycles and Business Measurements (1927) may be con- 
sulted. 

Of the theoretical works, I have found G. von Haberler’s lucidly written 
Prosperity and Depression (revised edition, Geneva, 1939) most helpful. 
I have relied on it considerably in writing some portions of this chapter. 
A. H. Hansen’s Business Cycle Theory (1927) is another convenient sum- 
mary, which synthesizes the theories of various writers into a coherent ex- 
planation. 

Mention should also be made of J. M. Clark’s Strategic Factors in Busi- 
ness Cycles (1934), which attempts a theoretical interpretation based on 
the statistical findings made at the National Bureau of Economic Research 
under Mitchell’s direction, and of Joseph A. Schumpeter’s monumental 
work, Business Cycles (2 volumes, 1939), which covers the subject histori- 
cally, statistically, and theoretically. 



Chapter XIII 


INDIVIDUAL PRICES; THE DAY-TO-DAY 
MARKET 


A. Basic Concepts and Assumptions of Price Analysis 

Individual Price Movements. — In the chapter dealing with the 
price level we saw how the prices of the many commodities which 
enter into trade are continually changing. Some are rising and some 
are falling, while others remain almost unchanged for considerable 
periods of time. Our concern in that chapter was to study the general 
trend of such movements, taken as a whole. We found that there was 
such a trend, which could be measured and charted, and our analysis 
led to the conclusion that this mass movement was a reflection of 
changes in the value of money. However, if money alone were the 
only factor causing prices to change, they would all rise or fall to the 
same degree. Since they do not move in this way, we must conclude 
that there are forces at work which affect different commodities un- 
equally, that each commodity has certain characteristics which deter- 
mine its price to some extent independently of other prices. 

In Figure i8, the heavy, irregular line indicates the changes which 
took place in the general level of wholesale prices in the United 
States from 1896 to 1913; the other lines show changes in the prices 
of four separate commodities during the same period.* T'he prit es 
shown are relative prices; that is, they are expressed in percentages, 
instead of in dollars and cents. The year 1896 is taken as a basis of 
comparison, the price of each commodity in that year being repre- 
sented by 100, and subsequent changes by the appropriate fraction 
or multiple thereof. For instance, in 1911 the curve for rosin stood 
at 380, while that lor wood alcohol stood at 59. This means that the 
price of rosin in 1911 was 380 per cent of what it had been in 1896 
(almost a fourfold increase), while the price of wood alcohol was 59 
per cent of what it had been (a decrease of almost one-half)- Tlie 

1 This graph is adapted from a somewhat similar drawing in Frederick C. Mills’ The 
Behavior of Prices (1927), p. 65, 
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other curves are to be interpreted in like manner. If we were to 
record the relative prices of several hundred commodities in this 
fashion, the graph would become a jumble of intersecting lines, but 
it would reveal the same characteristics. Some prices would be mov* 
ing upward, others downward, and yet others now upward now down- 
ward, irregularly, all about the general average or central tendency. 



Figure 18. Some Individual Price Movements, 1896-1913. 


Values and Prices. — Such price movements reveal changes in the 
values of the different commodities. By value is meant the power of 
a good to command other goods in exchange. TThis needs some ex- 
planation. At many points in our study we have observed that a 
constant interchange of goods is going on in the business world- Men 
are producing commodities to be exchanged for other commodities. 
In fact, exchange may be regarded as the central process in which 
all economic forces come to a focus. The manufacturer of rosin is 
not making it for his own use, but for sale. With the proceeds of that 
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sale he will buy other products which he consumes in his daily life, 
including print cloth, sugar, and wood alcohol (for, if he does not 
use these materials in their pure form, he probably buys things in 
which they are important ingredients). His prosperity depends largely 
on how much of other things he can get in exchange for his rosin — 
that is, on the value of rosin. It is the same with the manufacturers 
of print cloth, of raw sugar, and of wood alcohol. Xhe values of the 
products they sell, and of the products which they must buy, are very 
important to them. An understanding of how such values are deter- 
mined, therefore, is one of the principal problems which confronts 
the economist. 

We express values in terms of money, and we call such an ex- 
pression a price. Price may be defined as value expressed in terms 
of money. Through prices we can easily compare the power which 
one thing has to exchange for other things. If rosin is five dollars a 
barrel and print cloth is five cents a yard, the value of the rosin is 
one hundred times that of the cloth. Likewise, when wood alcohol 
is thirty-six cents a gallon and raw sugar three cents a pound, the 
value of the former is twelve times that of the latter; it will then 
take twelve pounds of sugar to exchange for one gallon of alcoliol. 
So, by having prices for all commodities in terms of some generally 
accepted monetary unit, such as the dollar, we have a set o! prices 
with which we can compare the value of any one of them with that 
of the others, at a given time. We can also trace changes in their 
values from one time to another; but this involves a difficulty, which 
we shall now consider. 

Defects of Prices as Measures of Values. — The difficulty arises 
from the fact that money, in terms of which prices are expressed, 
itself changes in value. Such variability is not usually found in units 
of measurement. If we wish to measure the weight of an object, we 
use as our standard the pound, and we know that our pound is always 
the same. It we wish to measure the length of a body, we may use 
the foot as our unit, and we know that the length of a foot never 
changes. Consequently, if a person at ten years of age is four feet 
tall, and five years later is five feet tall, we know that he has grown 
one fourth in height during that period. We can be c ertain of it, 
because our unit of length is fixed and invariable. But if we find that 
the price ot a pound of sugar is five cents at one time, and ten ceius 
five years later, it does not follow that the value of sugar has doubled. 
It depends on what has happened in the meantime to the purchasing 
power of money. 

From our previous analysis of price levels we know that, if the 
purchasing power of money is falling, prices in general, in addition 
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to the price of sugar, will be rising. Hence, the higher price of sugar 
may not mean that sugar is increasing in value;, it may be merely 
a reflection of the lowered value of money. If the price of other 
commodities has risen in like proportion to that of sugar, its power 
to command other commodities in exchange will be no greater than 
before. For instance, if, while sugar is rising from five to ten cents, 
flour is rising from four to eight cents, the ratio of exchange between 
them is the same as it was (5 : 4 = 10 : 8). Conversely, if the purchasing 
power of money is rising, prices in general will fall; but this cannot 
be taken as indicating that there has been a corresponding decline 
in values. Indeed, all values cannot possibly rise or fall simultane- 
ously, for the value of any good is, by definition, its power to ex- 
change for other goods; therefore, if a good will command more of 
others in exchange than it formerly did, they must, by inexorable 
logic, command less of it. So, as the values of some things rise, that 
of others must fall. Hence, a general rise or fall of prices merely in- 
dicates a change in the value of money; it does not indicate corre- 
sponding changes in the relative powers of exchange of different 
goods. 

Correcting for Price Level Changes. — How, then, are we to use 
prices as a means of measuring changes in the values of goods from 
month to month or from year to year? The problem is like that of 
the navigator, who must determine the direction of his ship by a 
magnetic needle which is continually changing its own direction. 
Knowing the deviation of the needle from the true north in different 
parts of the ocean, he obtains a corrected reading by making al- 
lowance for this divergence. In much the same way the economist, 
knowing, from an index number, the variations in the purchasing 
power of money, must make allowance for them in comparing the 
prices of commodities at different times. He can thereby arrive at a 
correct measure of changes in values. 

To illustrate this, we may again refer to the data of Figure 18. 
According to those data, the price level in 1913 stood at 150 (as com- 
pared with 100 in 1896), indicating a decrease in the purchasing 
power of money. Had there been no changes in the values of com- 
modities during this period, their prices would have risen corre- 
spondingly, so that in 1913 their relative prices would also have 
stood at 150.^ But, as we have already observed, there was no such 
equality in the price movements. By measuring the disparity, we 

2 The correspondence would not, in fact, be so exact, for money does not spread its 
effects equally at all points in the price system (see the discussion of “The Influence 
of Money on Individual Prices” at the end of the second chapter following); but any 
failure of prices to rise or fall in the same proportion does indicate changes in their 
values. The method ot correction here employed is, therefore, valid. 
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can calculate the changes in commodity values. Take rosin, for in 
stance. Since its price rose to 276 (in 1913) while the average of all 
prices was rising to only 150, its power to exchange for other com- 
modities must, on the average, have increased in the ratio of 276 to 


iKo. Its value, then, was or 184 per cent, of what it had been. 

The price of wood alcohol, on the other hand, fell to 56 during the 
same period. Since its price was declining while the prices of other 
things were generally rising, its value must have fallen even more 

than its price. Its value, in fact, was only , or 37.3 per cent, of 

what it formerly was. The price of print cloth, however, moved in 
closer agreement with the average of all prices. Its relative price in 
1913 was 146, almost the same as the alhcommodity index. Its power 
to exchange for other commodities, therefore, was almost the same 

as in 1896, showing a slight decline of only 3 per cent (-ii^=«97). 

1 

From these examples, it should be apparent that we can always com- 
pute the change in value of a given commodity from one time to 
another by dividing its relative price by the price index of all com- 
modities. 


Since our present concern is with individual prices, not with the 
price level, we may assume, for the rest of our discussion, that we 
are dealing with corrected prices. That is, we shall speak of prices 
and individual price movements as though they wet'e always true 
measures of commodity values. With this explanation, let us pro- 
ceed with our problem, which is to explain why individual prices 
behave as they do, and what part their behavior plays in the eco- 


nomic process. 

The R 61 e of Prices in Our Economy. — We can better appreciate 
the importance of this problem when we consider the part which 
prices play in our lives and in the world of business. Practically every 
product is produced in the expectation of a sale at a price. The busi- 
ness man secures his labor and equipment, including raw materials, 
by purchasing them at certain prices. He relies upon prices to guide 
his policies. If the price of his product rises in relation to his costs, 
so that he makes a profit, he takes that as an indication that more of 
his goods are demanded, and he expands his output accordingly. If he 
finds his prices falling in relation to his costs, so that his profits are 
declining, or he is incurring losses, it conveys to him the implication 
that his goods are too plentiful in relation to demand, and he there- 
fore reduces his output. Investors offer their savings for loan where 
the highest interest rates (a form of orice) are offered. Laborers move 
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from place to place, or from industry to industry, as higher or lower 
prices (in the form of wages) are offered for their services. In this 
way. prices guide the whole economic process. The incomes of the 
farmer, the manufacturer, the merchant, and the professional man are 
all determined by the prices paid to them for the commodities and 
services which they offer for sale in the market place. The incomes 
of the wage-earners and investors in industry are derived from the 
same source. Even the income of the housewife, who receives an 
allowance from her husband, or of the college student, whose bills are 
paid by his father, are derived from what the husband and father 
can earn in industry, which, in turn, depends on the prices of his prod- 
ucts. We convert money into real income by purchasing goods — that 

is, through price exchanges. Indeed, we live in a world of prices, 
where all our daily activities take the form of price transactions. The 
behavior of prices is, therefore, of vital importance to every indi- 
vidual. 

Prices Reflect Conditions of Demand and Supply* — W e can get 
some insight into the factors which influence the behavior of indi- 
vidual prices by looking at a single price transaction. Let us suppose 
that a soap manufacturer purchases one hundred barrels of rosin to 
be made into laundry soap, for which rosin he pays five dollars a 
barrel. There are two immediate parties to this transaction — the 
manufacturer who buys the rosin, and the dealer who sells it to him. 
If we look at the rosin market as a whole, we will see that in each 
transaction there is a buyer and a seller, so that we have a number 
of buyers on the one hand, and a number of sellers on the other. In 
common parlance, the buyers demand rosin and the sellers supply 

it. The price at which rosin is sold is somehow or other the result 
of agreement between these two groups. It must be worth five dol- 
lars to the buyers, or they would not purchase it, and five dollars 
must be a price which the sellers are willing to take, or they would 
not sell it. It is conceivable that there might be a shortage of rosin 
which would make it difficult for soap manufacturers to get all that 
they need, in which case they might compete with each other to ob- 
tain it by offering more than five dollars. Under such circumstances, 
the price would go higher. It is equally possible that dealers might 
find themselves overstocked with rosin, through some miscalcula- 
tion of the needs of buyers. They might then lower the price in order 
to encourage more sales. 

So, the price depends on the conditions of demand and supply. On 
the demand side of the market are not only soap manufacturers, who 
have use for rosin as a raw material, but behind them, laundry op- 
erators and housewives, who have clothes to wash. So, we have two 
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or more interconnected groups of buyers, stretching from soap man- 
ufacturers through dealers to ultimate consumers, all of whom have 
something to do with the price. On the other side ol the market 
we have dealers in rosin and producers thereof, which takes us bark 
to the evergreen forests in various parts of the world. If we would 
understand what influences the price of rosin and causes it to change, 
we must analyze these demand and supply influences. We must find 
out what makes ultimate consumers willing to pay more or less lor 
soap and, in turn, how that affects the willingness of soap manufac- 
turers and dealers to buy. We must find out, also, what determines 
the conditions under which people are willing to devote their labor 
to and invest their savings in the extraction and preparation of rosin; 
for it is in these conditions that we will find the forces making for 
prices on the supply side of the problem. We see, then, that prices 
reflect the conditions of demand and supply for commodities. 

Some Basic Assumptions for Price Analysis. — Xhe influences 
through which prices are established are so many and complex that 
we cannot grasp them all at once in their entirety. It is necessary to 
simplify the problem by breaking it into its elements and analyzing, 
one at a time, the various factors which play their part in the pricing 
process. Therefore, we shall begin our analysis by making certain 
assumptions which will reduce the problem to its simplest terms. 
Then we may proceed to the complexities, so that at the end we will 
have a fairly complete picture of the whole process. 

Our first assumption is that we are dealing with prices wliich are 
not interfered with by changes in the value of money. In other words, 
we assume that the price level is free from fluctuations, so that 
changes in the prices of individual commodities are the result of 
changing conditions of demand and supply for them, and not of any 
vagaries of the monetary system. We have already dealt with this 
assumption in an earlier paragraph when we said, “Since our pres- 
ent concern is with individual prices, not with the price level, we 
may assume for the rest of our discussion that we are dealing with 
corrected prices- That is, we shall speak of prices and individual price 
movements as though they were always true measures ol commodity 
values.” After the analysis is complete, however, we must qualify 
our conclusions, in recognition of the fact that monetary influences 
may, in fact, affect the prices of commodities unevenly, and so cause 
changes in their values. 

We shall also assume, at the outset, that the price of a commodity 
can be studied as a thing apart, as though it were determined irre- 
spectively of the prices of other commodities. This will enable us to 
examine in detail the forces which operate upon any one price in a 
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world of prices; but it is somewhat artificial, because prices are so 
interrelated, in fact, that each one depends more or less upon the 
others. Indeed, the whole complex of prices constitutes an interde- 
pendent system, a complete picture of which can best be shown in 
tlie form of a series of simultaneous equations. But the one price 
approach is the simplest, as well as the most practical, for the great 
majority of price problems which arise in the actual world are con- 
cerned with the prices of particular commodities, rather than with 
all prices taken together. Therefore, we shall begin with typical ex- 
amples of individual prices and will later introduce cases of inter- 
dependent price relationships and of the price system as a whole. 

We must also make certain assumptions about the state of com- 
petition in the markets where prices are established. In actual mar- 
kets, various degrees of monopoly and competition can be found, hut 
seldom a perfect case of either unmixed with the other. Rarely is 
there a monopoly so absolute that it does not have to take account 
of at least potential competitors, or to reckon with legislative inter- 
ference; not often is there a competitive situation so perfect thaf 
some sellers do not have a preferred position in relation to their ri- 
vals. Yet if we are to discover the elements out of which actual price 
situations are made, we must proceed on the assumption that we are 
dealing with pure monopoly or pure competition (as the case may 
be), before passing on to those hybrid situations which can be de- 
scribed as monopolistic competition. In this way we will equip our- 
selves with analytical tools which can be applied in appropriate pro- 
portions to any given price problem in the world of reality. 

The Influence of Prices Upon Conduct. — Finally, we must make 
certain assumptions concerning the behavior of human beings in 
respect to prices. For, since prices result from exchange transactions 
between persons, their determination is largely a matter of conduct. 
In a price transaction there is a converging of decisions in which 
price considerations play a part. This part is an important one. We 
cannot here discuss all the matters of instinct, habit, social customs, 
styles, and personal taste which lead people to buy the things that 
they do — that will be reserved for a later chapter; but whatever be 
the motives which actuate consumers, the prices of the goods they buy 
will affect their choices. Since our incomes are limited and our de- 
sires are vast, we want to get as much as we can for our money, and, 
therefore, we tend to buy where goods are cheapest, all other things 
being equal. The same desire, to get as much as possible for a given 
expenditure, leads producers to seek as high a price as possible for 
their merchandise. Consequently, they will ordinarily offer their 
goods for sale where the best prices can be obtained for them, other 
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things being equal. The prices actually reached represent a resultant, 
or balancing, of these two sets of influences. 

Some economists have pictured the human being as an economic 
man who is dominated exclusively by motives of loss and gain. He is 
represented as a kind of calculating machine, who measures all his 
actions in dollars and is governed by no other consideration. At least, 
he is so visualized by his critics. A truly economic man would budget 
his income in the most economical manner possible, so that he would 
always get the greatest possible value for his money and would never 
spend a dollar for one thing if he could get more utility by spending 
it for something else. Other things being ecjual, he would always buy 
every commodity at the lowest price for which it could be secured. 
As a business man. he would hire labor at the lowest possible wages 
and drive an equally hard bargain with all of those from whom he 
purchased materials or borrowed capital. He would produce those 
goods whose prices were highest, in proportion to the labor and capi- 
tal employed, and would sell them to those who offered the highest 
prices. It is easy to criticize a theory of pricing based upon such a 
concept. It is obvious that other than pecuniary motives influence 
the conduct of human beings. Love, hate, pride, ambition, greed, 
and mere caprice affect our behavior, and they at times may make 
us act in ways that run counter to our economic interests. We must 
not base our theory on a contrary assumption. 

Fortunately, we do not need to assume that men are economic in 
the extreme sense of that term; but it will be admitted that price is 
one of the influences which shapes our conduct. Therefore, when 
prices change, our reaction to a given situation will be affected some- 
what thereby. For instance, a housewife may patronize a certain 
grocer, even though his prices are somewhat higher than those of the 
chain stores nearby, because she gets more individual attention and 
has a more cordial personal feeling toward him. The difference be- 
tween his prices and those of the competing concern is not sufiicient 
to induce her to withdraw her patronage. Were she actuated by 
pecuniary motives alone she would go to the chain grocer, but she 
considers the extra service and friendly atmosphere of her favorite 
merchant worth the extra prices which she must pay him. Let his 
price rise still higher, however, and she may have to reconsider the 
situation. A little difference between the two dealers does not cause 
her to patronize the chain store, but if the difference becomes great 
enough she is likely to do so. This is characteristic of consumers in 
general. Since it is so. we may confidently assume that a rise or fall 
in the price of a commodity tends to affect the sale of it. Take an- 
other case: An employee may stick to an employer for motives of 
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loyalty or congenial surroundings, even though his wage be less than 
he might obtain in some other employment. Let the difference in 
wages become more pronounced, however, and he is likely to yield 
to the inducement of a larger income. So, we may take it for granted 
that in all business relations changes in price will affect the behavior 
of buyers and sellers, that buyers will take more goods when prices 
are reduced and sellers will offer more goods when prices are raised. 
This does not mean that people are completely dominated by mo- 
tives of loss and gain. It merely means that, in a given situation, a 
sufficient change in the price stimulus will produce a change in their 
behavior. 

Business men are probably more responsive to price incentives than 
consumers or laborers. This is not because business men are any less 
susceptible to ordinary human emotions than other people, but the 
immediate objective of every business enterprise is to make profits, 
and all the activities of business are means to this end. It is a little 
bit like a football game. The players may find in it an outlet for 
many emotions. Some play the game for love of combat, others to 
gain prestige in the eyes of their fellows, and yet others get intellec- 
tual enjoyment from the strategy of the contest; but, whatever be 
the actual motive, the activities of all are centered upon getting the 
ball across their opponent’s goal line, for that is the accepted object 
to which the game is directed. Similarly, men may be in business 
to win wealth, power, fame, love, prestige, or for any combination 
of reasons; but the one recognized objective by which success iii 
business is measured is monetary gain; to that goal their efforts are, 
therefore, directed. So, in deciding upon policies in the employment 
of men and in the marketing of their products, pecuniary loss or gain 
will be the most important and deciding factor, and they will buy 
where goods can be had at lowest prices and sell where they get the 
highest prices, all other things considered. Except in retail markets, 
where goods are sold to ultimate consumers, and in the labor market, 
where services are sold by individual workers, business men are the 
active parties on both sides of most price transactions. We will not 
be far wrong in assuming, therefore, that, in such cases, considera- 
tions of loss and gain will have a predominant influence. When we 
come to retail prices and %vages we must make more allowance for 
other influences. 

The Abstract Method. — - Critics of economic theory argue that 
the various assumptions which we have made depart so far from the 
facts of economic life as to render the analysis valueless. They argue 
that the economist pictures an abstract world conjured up by his 
imagination, instead of the actual world we live in, and that conse- 
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quently his conclusions have little or no bearing upon the world of 
reality. These critics fail to realize that the happenings of our world 
are too complex to be comprehended in their entirety, that the lim- 
itations of the human mind make it necessary to break them down 
into simpler elements, so that we can study one phase of them at a 
time. They forget, too, that the method of science is always one of 
abstraction from reality. When a physicist seeks to study how the 
force of gravity affects a falling body, he does not drop an object 
from a high precipice to the floor of the valley beneath it, for its 
motion under such circumstances would be complicated by too many 
other forces besides the one with which he is for the moment con- 
cerned. The resistance of the air would impede its passage, a strong 
wind could deflect it from its course, and it might become caught on 
the roots or branches of a projecting bush. Therefore, he constructs 
in his laboratory a long vacuum tube, in which none of these con- 
fusing factors is present to disturb his observations. He then discovers 
that under these ideal conditions all bodies fall at exactly the same 
rate of speed, regardless of their size and shape. On the basis of this 
observation, he formulates the well-known law of falling bodies, 
which says that a body tends to fall sixteen feet the first second, 
thirty-two feet the second second, and so forth. Except in the physics 
laboratory no body falls in exactly that way, but we accept the law 
as a scientific truth which helps us to understand how bodies do fall 
under ordinary conditions. 

Similarly, the biologist, in studying the laws of heredity, may place 
white mice under artificial living conditions, where disturbing in- 
fluences of the environment will not interfere with the observations. 
And the chemist, in observing the properties of an element, abstracts 
it from the other elements with which it is commonly combined, so 
that he may observe it in its pure state. Many other examples could 
be cited to show that, even in the more exact sciences, the phenomena 
observed are studied under ideal conditions artificially created for 
the purposes of experiment; yet we do not question the validity of 
conclusions reached by these methods. 

The economist cannot conduct laboratory experiments. Human 
beings cannot be put into vacuum tubes or cages; their behavior can 
only be observed as we find it in the world about us. However, we 
can follow a method somewhat analogous to that of the physical and 
natural sciences by conceiving in our minds ideal conditions under 
which disturbing conditions are imagined to be absent. This is the 
significance of the phrase “other things being equal,” which we etn-. 
ploy from time to time. We can then proceed by a series of logical 
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deductions to trace the chain of causation involved in the phenomena 
which we are investigating. This is the method which we shall fol- 
low in our analysis of prices. But though we begin with simple as- 
sumptions and ratlier abstract conditions, we shall move on step 
by step to more complicated situations which approximate those 
of the actual world about us. 

B. Market Prices 

The Nature of a Market. — Wherever buyers and sellers meet for 
the exchange of goods, there is said to be a market. The meeting 
need not be face to face, for a market is not a place, but a set of 
contacts. The contacts may be made in a building devoted to that 
purpose, such as the produce exchanges of our large cities; but mar- 
ket relationships can also be established by mail, telephone, or tele- 
graph. To constitute a market for a given commodity, it is only es- 
sential that all the sellers of it be in actual or potential contact with 
all the buyers. If there are a million persons using a certain product 
and ten thousand selling it, and if any one of the million may become 
a customer of any one of the ten thousand, then they are all in the 
same market for that commodity, regardless of where they may l>e. 
The same individuals may be in different markets for different com- 
modities, but the market for any one product is as broad as the con- 
nections which exist between the buyers and sellers thereof. 

Geographically, the market may extend over a large territory or 
be limited to a small region. If the commodity is widely used and is 
one that can be transported cheaply far from the place where it is 
produced, the market will be very large. The market for wheat is 
international; buyers for it can be found throughout the world, and 
wheat produced in the United States, Argentina, Australia, or 
Ukrainia can be shipped to Liverpool, Paris, or Chicago. If the 
product is one which is used only in a limited region, or if it is so 
perishable or of such a character that it cannot readily be trans- 
ported over long distances, the market will be local. Certain species 
of snails, for instance, which are considered a table delicacy in France, 
cannot be sold in the United States because our people are not ac- 
customed to eating them. Gas, which is used for cooking, heating, 
and lighting, is difficult to put in a form to be shipped economically 
to distant points; it must, therefore, usually be sold near the natural 
deposits or gasworks where it is obtained. Modern transportation 
facilities, such as refrigerator cars and fast freight trains, have greatly 
widened the markets for perishable commodities, so that there may 
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now be said to be one great national (and to some extent interna- 
tional) market for such things as eggs, meat, and fresh fruits, where 
formerly there were many independent local markets. 

A market, then, may be defined as a group of buyers and sellers 
in such contact with each other as to make possible the purchase 
and sale of one or more kinds of goods. In a perfectly competitive 
market, all the buyers would be in actual or potential contact with 
all the sellers; every buyer would know the price being asked by 
every seller, and every seller would know the prices being offered by 
every buyer. Perfect markets are not found in the actual world, hut 
something approaching them exists in the organized produce ex- 
changes which were described in an earlier chapter. We shall, theie* 
fore, choose a commodity traded on such an exchange to illustrate 
the competitive price-making process. Cotton is such a commodity. 
Its market is well organized, and international in scope. 

Xhe Law of One Price. — On March 25, 1957. the price of raw 
cotton for immediate delivery in various cities of the United States 
was as follows; New York, 14-55 cents per pound; Galveston, 14.12 
cents; New Orleans, 14.29 cents; Savannah. 14.59 Memphis, 

15.85 cents; Augusta, 14.82 cents. Several thousand bales of cotton 
were sold at these prices on that day. At the same time, the price in 
Liverpool, England, was 7.95 pence, which at that time was equi\a- 
lent to about 16 cents in our money. It is significant that the price 
in all these cities was approximately the same, except for Liverpool. 
The reason for this similarity is that all these places are really in 
one market, and, where competition is present, the price of a given 
commodity throughout the whole of a given market tends to be the 
same, except for differences in transportation costs. This is known 
as the law of one price. If, in one market, some dealers ask higher 
prices than others, most buyers will patronize only those asking rhe 
lowest prices. This will force the others to reduce their pric es to the 
same figure. For instance, if cotton is dearer in New York than in 
Memphis, dealers will place orders in Memphis and start selling in 
New York. The increased orders in Memphis will raise the price 
slightly there, and the decrease of orders in New York will lower the 
price in that city. Thus, through a process of arbitrage, the price 
tends to equality in both places. However, where one place is farther 
from the source of production than another, the price of the com- 
modity will be a little higher in the first place than in the second, 
because of the difPerences in the cost of transporting the product to 
the more distant point. This will explain why the price of cotton 
in New York is slightly higher than in Memphis, and why the price 
in Liverpool is higher than that in New York. Hence the qualifica- 
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tion, '‘except for differences in transportation costs/’ in our state- 
ment of the law. 

Where there are several local markets for the same commodity, as 
in the case of fuel gas, there will be a single price in each market 
for the good, but different prices may prevail in each of the different 
markets. Gas rates differ greatly from city to city. Often, however, 
even where markets appear to be local, there are connections be- 
tween them which keep their prices in rough corrspondence. Fresh 
milk, for instance, is sold in many local markets; but in any of them 
the milk can be condensed, or dried into powder, or converted into 
cheese, or its cream churned into butter. All of these products are 
readily transported, and sold in a wide market where one price tends 
to prevail. If fresh milk is worth more in a given local market than 
it would be if converted into milk products and sold in a wider 
market, less of it will be put into the latter, and more into the former, 
reducing the local market price; but if the local price of fresh milk 
is so low that it is worth less than it would be if converted into milk 
products and sold in the general market, less will be offered locally, 
causing the local price to rise. In this way the wide market for milk 
products establishes a connection between the separate fresh milk 
markets and maintains an approximate equality in the price of fresh 
milk beween them. Indirect connections of this sort are frequently 
found for other commodities. 

It is to be observed that the law of one price, like many other eco- 
nomic laws, is stated as a tendency. This is done because we recog- 
nize that the conditions we have assumed for the problems of price 
study are imperfectly realized in the actual world; hence the law 
of one price will be approximated, but there will be some dis- 
crepancies. The word "tends” in the law means that, in so far as 
competition prevails, and in so far as people obey their economic 
interests in their buying and selling, it will hold true. Where compe- 
tition is restricted, or where people do not buy and sell as economi- 
cally as they might, it will not work out exactly. Business men, in 
their buying and selling, have a keener eye to prices than consumers, 
and are better informed on market conditions. Therefore, whole- 
sale prices follow the law of one price more closely than do retail 
prices. In the case of the latter, considerable differences in the prices 
asked by different dealers in a single market may exist; but even 
here the tendency to one price is at work, setting limits beyond 
which the deviations cannot go; for extreme price differences would 
sooner or later cause a shift of patronage from high-priced to low- 
priced dealers, which would force a reduction upon the former. 

Characteristics of Commodity Price Movements. — In a well- 
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organized competitive market, the price of a commodity does not 
usually remain at the same point very long; it varies from day to 
day. or even from hour to hour. This is shown in the case of cotton 
by Figure 19, which traces the daily movements of the price of that 
commodity for the month of July, 1937. Most commodities traded 
at wholesale exhibit similar fluctuations. Retail prices move less 
frequently, but they, too, change from time to time. 



Figure 19. Daily Prices of Spot Cotton in New York during the 
Month of July, 1937. 


The level of these fluctuations is not the same for different prod- 
ucts. This is to be seen in the following table, which gives the high- 
est and lowest prices which were quoted in New York for a number 
of staple commodities during the first six months of 1937: 


Commodity 

Cotton (per pound) 

Wheat (per bushel) 

Cocoa (per pound) 

Pork (per 200 lb. bbl.) 

Beef (per 200 Ib. bbl.) 

Iron (per ton) 

Copper (per pound) 
Standard Tin (per pound) 
Rubber (per pound) 


Highest Price 


•^525 

1.61 

.1320 

32-37 

24.00 

25.76 


•'7 

•6575 

.2694 


Lowest Price 

.1236 

1.34 

.0695 

27.00 

17.00 
22.76 

.12 

•4955 

.1848 


Observe that cotton prices moved within a range of 12 to 16 cents, 
wheat between $1.34 and $1.61, tin between 49 and 66 cents. Each 
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product appears to have its characteristic level, about which its price 
oscillates. 

I£ we examine price movements over a longer period, we find 
that these levels themselves are changing, sometimes rather rapidly, 
at other times more slowly. We have already seen this to be true of 
rosin, print cloth, sugar, and wood alcohol, whose relative prices 
were charted in Figure 18. It is shown for cotton in Figure 20, which 
plots the average monthly prices of that commodity for the season 



Figure 20. Average Monthly Prices of Spot 
Cotton in New York, 1936—1937. 


of 1936—37, and in Figure 21, which plots the average yearly prices 
from igoo to 1936. TThe last-named quotations are corrected for 
changes in the price level, so that they show changes in the value 
of cotton, after allowance has been made for changes in the value 
of money. Although the movements pictured on this chart show con- 
siderable irregularity from month to month, a general downward 
trend is to be noted, interrupted by a marked rise during and after 
the first World War. 

Market Prices and Normal Prices. — In these price movements we 
can discern at least two different types of price-making influences. 
On the one hand, there must be certain deep, underlying causes for 
the different levels about which the prices of different commodities 
fluctuate. Something must be at work which keeps the price of cot- 
ton somewhere between 12 and 16 cents, while it keeps the price of 
tin within the range of 49 to 66 cents. These causes are not fixed 
in their action, for the level of price movement for each commodity 
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shifts from year to year; but they change slowly. On the other hand, 
there must be other forces, less potent and less constant in charac- 
ter, which cause the lesser day-to-day variations of prices about their 
general level or average position. The actual price prevailing at a 
given moment is evidently the combined result of both sets of causes, 
working simultaneously. The case is not unlike that of a floating 
bottle, which tends to rest on the water in a certain position, de- 
termined by its buoyancy and shape, but which is continually bob- 



Figure 21. Average Yearly Prices of Spot Cotton in New York, 1900- 
1936, Corrected to the Price Level of 1926. 


bing up and down and here and there because it is disturbed by cur- 
rents, tides, winds, and waves. 

Recognizing these two aspects of price phenomena, economists 
commonly distinguish between market prices and normal prices. 
Market prices are the prices which actually exist j with all their er- 
ratic irregularities. They are comparable to the actual motion of 
the bottle. Normal prices are the prices which would exist hi a state 
of equilibrium, if all the disturbing influences which are continually 
interfering with stable price adjustments could be removed. They 
are comparable to the bottle as it would rest, if there were no cur- 
rents or winds or tides to disturb its position. Thus, they are some- 
what of an abstraction; yet they have reality, in the sense that they 
constitute the focal point about which market prices actually fluctu- 
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ate. Since market prices fluctuate within a general area or range that 
is fairly well defined, we can conceive of them as in oscillation about 
a definite center, or norm, which itself is slowly moving. That cen- 
ter, or norm, in competitive markets, is the normal price. 

The concept of market and normal prices is a useful device by 
which we make, in our analysis, the distinction we have observed in 
actual data between those price-making influences which are super- 
ficial and those which are more fundamental. This suggests a mode 
of procedure in which we first examine the mechanism of demand 
and supply as it manifests itself in the day-to-day market, and then 
endeavor to probe more deeply into the underlying determinants. 
In short, we begin with market prices and go on to normal prices. 

The Demand Schedule and Curve. — We are now ready to ex- 
amine the influences acting upon the market price of cotton, which 
cause it to be approximately 14 cents on a given day. We know, 
from what has already been said, that this price is, in some way or 
other, a result of the conditions of demand and supply for the com- 
modity. We shall consider the demand first. 

In its broadest sense, demand refers to readiness to buy. This im- 
plies a desire for the good in question, coupled with some means 
of payment, on the part of possible purchasers. Readiness to buy will 
not lead to actual purchases, however, unless the commodity is ob- 
tainable at a price which buyers are willing and able to pay. That 
is, demand may be only potential; but when the price is within the 
range of buyers’ offers, a part of the demand, at least, becomes ef- 
fective. Effective demand may be defined as the quantity of a good 
which purchasers will buy at a given price. The qualifying phrase 
“at a given price” is important, for the quantity which buyers will 
take is not rigidly fixed; it depends upon the price prevailing. Had 
the price of cotton on the day which we have chosen for our example 
been 16 cents, instead of 14 cents, fewer bales would have been pur- 
chased. Had it been 12 cents, on the other hand, a larger quantity 
would have been bought; for buyers tend to hold back when prices 
are high and to buy more freely when prices are low. This is an 
almost universal characteristic of demand, the reason for which will 
presently be explained. For the moment, we can take it as a fact 
of general observation. Therefore, if we had sufficient information 
about the attitude of buyers toward cotton on a particular day. we 
could draw up a table showing the quantities which they would 
purchase at each price within the probable range of the market. 

Let us construct such a table for cotton. In the absence of exact 
knowledge, our figures must be hypothetical, but they will suffice 
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to illustrate the principle. Suppose, then, that the following repre- 
sents the actual conditions in the market for cotton on the given 
date: 


If the price is: 
20^ per pound 

i8^ 

i7f 

iBf 

124 

114 

104 


The effective demand will be: 

10.000 bales 
12,250 

15.000 

20.000 

25.000 

30.000 

40.000 

50.000 

60.000 

70.000 

80.000 


Such a table, showing the quantities of a commodity which will be 
purchased at a corresponding series of prices, is known as a demand 
schedule. 

A more convenient way of representing it is by means of a draw- 
ing, such as that of Figure 22. In this drawing, vertical distances 
along the line OY measure prices, horizontal distances on the line 


Y 
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OX measure quantities, in this case bales of cotton,® The curve D 
is a demand curve, which gives us a graphic picture of the demand 
for cotton. It is constructed in such a way that, if, from any point 
on it, we draw a horizontal line to the GY axis, and a vertical line 
to the OX axis, it will show the quantity which buyers will take at 
the corresponding price. For instance, a horizontal line drawn from 
the point / intersects the OY axis at 15, and a vertical line from / 
intersects the OX axis at 30,000. This means that, if the price is 15 
cents, buyers will take 30,000 bales. The points a, b, c, d, e, f, g, h, 
i, j, and k correspond to the prices and quantities given in our 
hypothetical demand schedule, a indicating purchases of 10,000 at 
20 cents, bj 12,250 at 19 cents, and so on. The curve can also be 
used to show (what the schedule does not) quantities that will be 
purchased at prices which involve fractional parts of a cent. For in- 
stance, at 11.5 cents, 65,000 bales would be taken. Since diagrams 
similar to this one are commonly used in explaining the determina- 
tion of prices, the student should study it witli care and familiarize 
himself with its every detail, in order that he may understand the 
other graphs which will follow as we go on. 

The Supply Schedule and Curve. — Let us now look at the supply 
side of the problem. In its broadest sense, the word supply denotes 
readiness to sell. This depends on the existence, actual or prospec- 
tive, of a stock of the good in question and a willingness on the part 
of the holders thereof to dispose of some or all of it for a price. Not 
all of the existing stock will necessarily be offered for sale at any 
one time. How much will be offered depends on whether existing 
prices are adequate to persuade sellers to dispose of their wares. 
Hence, the supply may be either potential or effective, depending on 
the price prevailing. Effective supply may be defined as the quantity 
of a good that will be offered for sale at a given price. Just as we 
constructed a demand schedule, showing the quantities of cotton 
which purchasers will take at each of several different prices, so we 
can construct a supply schedule, showing the quantities which sellers 
will offer at the same prices. This schedule will move in an opposite 
direction to that of demand, for, whereas a high price deters buyers 
and a low price encourages them, a high price will attract sellers and 
a low price will repel them. The supply schedule for cotton, there- 
fore, may be something like this: 


3 To he strictly accurate, equal distances on the line OY should measure equal price 
amounts; this would bring the figure lo in the cents column ten spaces above the base 
line OX, instead of close to it, as here shown. Since it suffices for our purpose to con- 
sider only the range of prices from ten to twenty cents, we secure a more compact 
diagram by omitting the prices from 1 cent to 9 cents. The omission is indicated by a 
break in the line OY. 
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At a price of; 
lof per pound 

12 ^ 

14^2' 

15/ 

16/ 

l>ji 

19^ 

20 ^ 


The effective supply will be: 

5,000 bales 

20.000 

30.000 

25.000 

40.000 

45.000 

50.000 

55.000 

60.000 
62,250 

65.000 


We can now construct a supply curve, just as we did for demand. 
Such a curve is shown by the line S in Figure 23. Here, as before, 
prices are measured on OY and quantities on OX, any point on the 
curve denoting, by reference to its two axes, the n urn her of bales 
of cotton which sellers will offer (i.e., the effective supply) at the cor- 
responding price. 

Y 



Figure 23. A Supply Curve. 

Increase and Decrease of Demand or Supply. — In our subsequent 
discussion, we shall sometimes have occasion to speak of increasing 
or decreasing demand, and increasing or decreasing supply. As the 
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concepts of changing demand and supply are beclouded with some 
ambiguity, it is necessary to clarify them. 

Consider the heavy curve D in Figure 24, which is exactly the same 
demand curve as the one we have already examined in Figure 22. 
Suppose that the price of cotton, having been at 15 cents, falls for 
some reason to 12 cents. According to the curve, there will be an in- 
crease in sales from 30,000 to 60,000 bales. Does this indicate an 
increase in the demand? In one sense, it does, for the effective de- 



mand is clearly greater at the lower price than at the higher. In the 
same sense, there will be a decrease in demand if the price is raised, 
for in that case a smaller quantity will be purchased. For instance, 
if the price goes up from 15 cents to 18 cents, sales will shrink from 
30,000 to 15,000. In neither of these cases, however, has there been 
any fundamental change in the attitude of buyers, as reflected in 
the demand schedule. The demand curve itself is unaltered. What 
has really happened is that some change in the price (which may have 
originated on the supply side of the market) has made effective a 
demand that was formerly only potential. That demand was al- 
ready existing, but was not expressed. In this case, the change in 
price was the cause, and the change in demand was the effect. 

It is possible, however, for the attitudes of buyers toward a good 
to change in such a way as to alter the whole demand schedule. \Ve 
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will then have a change in the demand which is not the effect of a 
change in a price, but a cause of it/ Suppose fashion decrees tliat 
more'^cotton dresses shall be worn next year. Buyers of cotton goods 
will then want more cotton than before, even at the old prices. A new 
demand schedule will come into existence, indicating the greater 
quantities of cotton that can now be sold at each of the possible 
prices. To represent this graphically, a new demand curve must be 
drawn, as follows: We have assumed an original demand in which 
30,000 bales can be sold when the price is 15 cents. With the new 
demand, perhaps 45,000 bales could be sold at that price. Tlie point 

on D, will then be shifted to the new position f. In the same way, 
under the new conditions of demand, all the other points on D, such 
as a, i, and k, will be shifted to the right (a\ c\ i\ and ^') giving 
a new curve D', above and to the right of the old one. Notice the 
effect of the new demand on the price at which any given quantity 
of cotton can be sold. If the quantity is 30,000 bales, 17 cents ran now 
be obtained for it, instead of 15 cents, and if the quantity is 60,000, 
it will fetch a price of 14 cents, instead of 12. 

Demand can decrease in a similar manner. If people take to using 
rayon, instead of cotton goods, they will buy less cotton at given 
prices than formerly. The demand schedule will decline, and the 
demand curve will shift downward from, and to the left of, its old 
position. Such a curve is shown by D" in the diagram. 

We may distinguish these two senses of the phrase “increase (or 
decrease) of demand” by referring to the change in sales that follows 
a change in price as an increase or decrease in the effective demand ^ 
and by designating a change in the demand schedule as an increase 
or decrease in the schedule of demand. 

Changes in effective demand refer to shifting points on an un- 
changing demand curve; changes in the demand schedule refer to 
shifts in the position of the curve itself. When the demand schedule 
changes, more (or less) of the commodity can be sold at a given price 
than before; or (what amounts to the same thing) the same quaiuity 
can be sold for a higher (or lower) price than formerly: but, when 
there is merely a change in the effective demand, the cpiantity whi< h 
can be sold at any given price (or the price that can be got for any 
given quantity) remains the same as it was. Thus changes in the de- 
mand schedule are more fundamental. Usually one can distinguish 

4 Hmvever. a prospectixw change in price.s may cause a change in demand in the 
sense here explained; for if buyers expect prices in the biture to he highei than (fu*y 
now are, they are likely to want to buy more at present prices, so that demand scfiednies 
1V1II move upwatd; and if piices ate expected to fall, they are likely to buy less now, 
so that schedules will move downward. 
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from the context in which sense a change in demand is meant in 
any given case, but if there is the slightest chance of ambiguity, it 
is wise to be explicit. 

All that has been said of changes in demand is equally applicable 
to supply. By an increase (or decrease) in supply, we may mean an 
increase (or decrease) in the quantities of a good offered for sale 
by sellers as a result of a raising (or lowering) of the price, or vve 
may mean an offering of larger (or smaller) quantities than formerly 
at any given price. The former is an increase (or decrease) in the ef- 



fectixw supply j and is indicated by different points on an unchanging 
supply curve (such as a, b, and c on the curve S in Figure 21). The 
latter is an increase (or decrease) in the schedule of supply^ and is 
indicated by a shift of the supply curve to the right (or left) of its 
old position. In Figure 25, for instance, if S is the original supply 
curve. S' portrays an increase in the schedule such that, at each of 
the several prices, double the former quantities will be offered for 
sale. S", on the other hand, shows a decrease to half the original 
quantities. 

Temporary Equilibrium of Demand and Supply. — By bringing 
the demand and supply schedules together, we can see how they 
react upon each other to establish a market price. The following 
table, constructed from the demand and supply schedules previously 
given, shows the effective demand and supply at each possible price 
from 20 to 10 cents; 
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Effective Demand 

Price 

Effective Supply 

10,000 

20 

65,000 

12,250 

*9 

62,250 

15,000 

18 

60,000 

20,000 


55,000 

25,000 

16 

50,000 

30,000 

15 

45,000 

40,000 

14 

40,000 

50,000 

13 

35,000 

60,000 

12 

30,000 

70,000 

1 1 

20,000 

60,000 

10 

5,000 


This table is represented graphically in Figure 26, in which the de- 
mand and supply curves of our previous drawings are brought to- 
gether in a single diagram. 

Observe that at 14 cents the effective demand and effective supply 
are equal. It is easy to show that this is the price which tends to pre- 
vail. because, if another price were temporarily established, condi- 
tions would be such that it would be impossible to maintain it. 
Suppose, for instance, that the price is higher than 14 cents — say 15 
cents. At this price 45,000 bales are offered for sale, but only 30,000 
will be purchased; the effective supply exceeds the efEective demand, 
so that 15,000 bales must remain unsold. It is a matter of common 
observation that, when the supply exceeds the demand, the price 
will fall. There is a very good reason for this. In the situation which 
we have supposed to exist, buyers are paying 15 cents for 30,000 bales 
of- cotton which they might readily enough have obtained lor 12 
cents, for sellers are willing to dispose of that quantity at the lower 
figure. Buyers have but to seek out those sellers who are willing to 
take less than 15 cents to force a drop in the price. Competition 
among sellers will accomplish the same result, for. since, not all who 
would like to sell at the higher price are able to do so, many ivill 
offer their cotton for less, attracting buyers away from the high- 
priced sellers. In either case, the price rhust fall; but it cannot fall 
below 14 cents without causing an opposite reaction. Suppose the 
price to be 13 cents. Here there is an effective demand for 50.000 
bales, but an effective supply of only 35,000. The demand now ex- 
ceeds the supply. In this situation sellers are very foolish if they 
do not raise their price, for. since all those who wish to purchase at 
13 cents are unable to do so, many will pay more rather than go 
without. Indeed, the demand schedule shows that 40,000 bales can 
be sold if the price is raised to 14 cents. Sellers will therefore raise 
it; and if they do not, buyers, unable to get the supplies of cotton 
which they need at 13 cents, will offer more in order to obtain them. 
Therefore, the price is bound to rise. 
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By similar reasoning, it can be demonstrated that any price above 
or below 14 cents is bound to create an excess of effective supply or 
demand, which will cause the price to return to that figure. At 14 
cents, however, the market is stable, for there is just enough cotton 
supplied at that price to meet the demand of tliose ^ho wish to buy. 



Figure 26. Market Equilibrium of Demand and Supply. 

So long as the demand and supply schedules remain as we have shown 
them, the price tends to stay at that figure. When effective demand 
and supply are thus equal, they are said to be in equilibrium. How- 
ever, it is a very temporary one at that, for the demand and supply 
schedules of the day-to-day market are continually changing, and, 
with them, the equilibrium price. 

The Law of Demand and Supply. — We have now established a 
general principle with respect to prices. This principle is known as 
the law of demand and supply, A simple statement of it is that the 
price of an economic good tends toward the point where the effective 
demand for it equals the effective supply. The law is an important 
one — so important, indeed, that it has been said one could make an 
economist out of a parrot by teaching him to repeat it. The mere 
statement of the law. however, gives but a superficial picture of the 
price-making process. Before we are through with it, we will find 
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that it would be a very remarkable parrot indeed ivho could under- 
stand it thoroughly. 

Marginal Demand-Price and Marginal Supply-Price. — The price 
which prevails in a state of equilibrium is the same for everyone, 
although some buyers are willing to pay more than others and some 
sellers "ask more than others. The reasons for this uniformity of price 
have already been set forth. It is interesting to consider, however, 
the significance of the differences between the price offers and price 
requirements of the different buyers and sellers. If only one price 
is to prevail, it must be low enough to attract into the market all 
those buyers whose purchases are necessary to dispose of the ecpii li- 
brium quantity. Not all can be sold to the high bidders, for the 
amount they will take is but a small proportion of the total to be 
disposed of. Any raising of the price will cause some buyers to drop 
out; any lowering of the price will cause more to purchase. Those 
buyers who are just induced to purchase at the prevailing price, and 
who would withdraw if the price were raised, are known as marginal 
buyers, and the price they are willing to pay is called the marginal 
demand-price. For any given supply there is a price which is just low 
enough to attract certain marginal purchases, which are necessary 
to get rid of that supply. It is this price which constitutes the marginal 
demand-price under the given conditions. For instance, in Figure 26, 
if 50,000 bales are to be sold, the marginal demand-price is t ents. 
If some purchasers can get it at that price, all can. The marginal 
demand-price thus sets the upper limit, above which price cannot rise. 

There is a similar situation on the supply side of the market. Not 
all the sellers of a given good hold out for the same pric e. Some are 
willing to sell for less than others- However, if a given supply is to 
become effective, the price must be high enough to attract into the 
market all the sellers whose offerings arc necessary to make up tlie 
given quantity. There are always some sellers who are on the verge 
of withholding all or a part of their stocks, and who would with- 
draw from the market if the price were any lower. These are known 
as marginal sellers, and the price which just induces them to sell is 
known as the marginal snpply-price. In Figure 26, il 50,000 hales are 
to be offered for sale, the marginal supply- price for that cjuantitv is 
16 cents. Although there are some sellers who would offer iheii c ot- 
ton for less, there would not be 50,000 bales at any lower figure. 'Fo 
attract the fifty-thousandth bale onto the market, the price must he 
16 cents. If some sellers can get that price, all can get it. Hence, the 
marginal supply-price is controlling. 

We have already learned that price tends to be established at the 
point where the effective demand equals the effective supply. It is 
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equally correct to say that it tends to settle at the point where the 
marginal demand-price equals the marginal supply-price. These are 
merely two different ways of looking at the same phenomenon. In 
the first case our attention is focused on the quantities of the good 
purchased and offered for sale at different prices; in the second, we 
are looking at the prices offered by buyers and asked by sellers for 
different quantities of the good. Equilibrium of effective demand 
and supply occurs when equality of marginal demand-price with 
marginal supply-price is reached. In Figure 26, marginal demand- 
price equals marginal supply-price at 14 cents, and effective demand 
equals effective supply at the same price. 

The Case of Fixed Supply. — The supply curve which we have 
drawn for the wholesale cotton market takes it for granted that not 
all of the stock of cotton in existence on a given day is to be sold im- 
mediately; dealers may withhold a part or all of it until they are 
convinced that prevailing prices warrant its sale. There are some 
commodities which are of so perishable a nature that this withhold- 
ing is not feasible (although the development of cold storage facili- 
ties is making these cases less numerous than they formerly were). 
When a carload (or several carloads) of perishable fruit reaches a city 
produce market, it may be necessary or expedient to sell all of it on 
the day of its arrival. In that case, the supply is fixed for the time 
being, and must be sold for whatever it will bring. In these circum- 
stances, not a single crate must be left unsold; therefore, the price 
must be low enough to secure the marginal purchase which is just 
necessary to dispose of every crate available. This means that the 
marginal demand-price governs the market, for there is no marginal 
supply-price to set against it. 

The case is illustrated by Figure 27. Here the supply, instead of 
being represented by a gradually rising curve, as in our previous il- 
lustrations, is pictured as the vertical straight line S, indicating that 
there are just 1000 crates of strawberries to be sold, no more and no 
less, regardless of the price prevailing. The demand curve (D) has 
the characteristic slope which we have already observed in our 
previous illustrations. This curve indicates that some strawberries 
could be sold at as high a price as $2, and a larger quantity at a $1.50. 
but the marginal crates can only be disposed of if the price comes 
down to $1. Since only one price can prevail in a market, this is the 
price which tends to be established, and at which all of the straw- 
berries will presumably be sold. It is not likely, however, that tlie 
market would reach this price immediately, for the buyers and sellers 
do not have so accurate a picture of the demand and supply condi- 
tions as to know the exact price which will just barely effect the sale 
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of every crate of strawberries. It is likely that there will be some 
bidding, at which the first crates will go at a price somewhat higher 
than a dollar, and it is conceivable that when this price does not 
move the entire stock on hand, dealers may lower the price for some 
buyers to less than a dollar. One dollar nevertheless represents ap- 
proximately the point at which the strawberries are likely to be sold. 

A somewhat similar situation may arise in the case of style goods 
toward the end of a season. Styles change so rapidly that certain types 
of clothing cannot readily be sold if held over to another season, be- 



Figure 27. The Case of Fixed Supply. 

cause they will no longer be fashionable. Dealers will then hold spe- 
cial sales, at which their remaining stocks of such goods are offered 
at sacrifice prices, in order to get rid ol them belore thev lose their 
value entirely. Prices are presumably set just low enough' to dispose 
of existing stocks, but. of course, the method is a crude one which 
does not reach the exact equilibrium price 

c 7 ^^ f of Middlemen’s Schedules to Consumer and Producer 

Schedules. So far, we have taken demand and supply schedules 
pretty much for granted, as observed farts of the market: but a 
thorough explanation of prices must tell us why they have the < har- 
acteristics which they possess, what determines their general po.si- 

the"h.,vl !t' "'f/ change. Therelore. let us look at 

the buyers and seller in the wholesale cotton market, to see il we 
can find out what influences tlieir decisions as to the prices tliev are 

"o »„* 1 "', 

cotton, nor are the sellers the farmers who grew it. They are dealers 



INDIVIDUAL PRICES 317 

(who buy and stock cotton for later sale to manufacturers), exporters 
(who buy for resale to foreign customers), speculators (who buy 
“long” or sell “short” in the hope of making a profit from price 
fluctuations), and brokers (who act as agents for other persons, buy- 
ing and selling on a commission). Since these are all middlemen, the 
prices they ask, and the prices they are willing to pay, must be based 
on some sort of estimate as to what ultimate consumers will pay for 
cotton products, and as to what planters will accept for their crops. 
In short, the demand and supply schedules of the organized com- 
modity markets are derived from the more fundamental demand 
schedules of consumers and supply schedules of producers. 

However, the relation between the demand and supply schedules 
of the wholesale market and ultimate demand and supply schedules is 
a somewhat loose one, because of the lapse of time which ensues be- 
tween the production of commodities and their ultimate sale to con- 
sumers. The wholesale market stands between cotton growers and 
cotton manufacturers, on the one hand, and consumers of cotton 
goods, on the other. Xhe dealers of that market must estimate, to the 
best of their ability, the probable quantities of cotton which will be 
forthcoming from growers, and the quantities which the manufactur- 
ers of cotton goods will require to meet the demands of consumers. 
Professional speculators play a very active part in this process. The 
estimates of all those who participate in the market will be very much 
influenced by the stocks of cotton known to be already available, by 
the forecasts as to the probable yield of the coming crop, and by the 
expected needs of consumers. If the government Department of Agri- 
culture forecasts a bumper crop, so that a large quantity of cotton is 
to be anticipated, the price will drop sharply on the day of such an- 
nouncement, for buyers and sellers alike, expecting a fall in the price 
of cotton products, will revise their schedules downward. If news 
reaches the market that women’s styles will emphasize cotton dresses 
in the coming season, an increase in consumers’ demand is to be ex- 
pected; buyers and sellers on the cotton exchange will revise their 
schedules upward, and the price will rise. So, the wholesale price is 
responsive both to present conditions and to the visible future, but 
always it goes back to the underlying conditions of production and 
consumption. 

Market Prices in Less Well-organized Markets. — Every commod- 
ity (and every service) has its market price, but the market is not 
always organized into formal produce exchanges, so that in many 
cases the vacillating influences of demand and supply do not have 
so free a play, and the response of prices to changing conditions is 
not so quick as in our example. In the wholesaling and retailing of 
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groceries, for instance, there is no general meeting place where all 
the buyers and sellers can keep in close touch with each other and 
with market conditions. CXistom, good will, and established habits 
have more influence. Sucli cases depart from the state of perfect 
competition on which our analysis for the present is based; they 
belong rather to the conditions of imperfect competition, which will 
be considered later. The general principles which have already been 
outlined, as to the relation between wholesale prices and the under- 
lying conditions of production and consumption, nevertheless apply. 
All prices, in the last analysis, go back to consumers’ demands, on 
the one hand, and to producers’ supplies, on the other. The future 
course of our investigation, therefore, lies in that direction. 

Summary 

Prices of individual commodities exhibit differences in their move- 
ments. These differences reveal changes in their values, that is, in 
their power to command other goods in exchange. Prices are values 
expressed in terms of money. However, since money itself changes 
in value, we must correct price readings by an index of the general 
price level if we want to compare the values of goods from one time 
to another. Our present concern is with such corrected individual 
prices. Prices play an important role in our economy because nearly 
every economic process involves an exchange transaction at a price. 

In studying pric'es we shall assume: (i) that commodity prices are 
not distorted by changes in the price level, (2) that some prices are 
determined under conditions of pure competition, some under pure 
monopoly, and some under imperfect competition, (3) that the price 
of one commodity c an be studied in isolation from that of other c om- 
niodities. We sltall also assume that human choices are influenced 
(but not completely dominated) by price considerations. We shall 
proc'eed from these simple assumptions to more complex c:onditions 
approaching those of reality. This abstract method is roughly an- 
alogous to the method of the natural sciences. 

Prices are established in a market, defined as a group of buyers 
and sellers of a given good in such contact with each other as to 
make possible the purchase and sale of one or more kinds of goods. 
Accorciing to the law of one price, the price oi a given c'ommodity 
tends to be the same throughout the whole of sue h a market, except 
for differencres in transportation costs. Pric'es follow this law more 
accurately in wholesale than in retail markets. Observation of mar- 
ket price movements reveals that they fluctuate about a certain level 
which slowly changes. Economists, therefore, distinguish between 
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market (actual) and the normal (stable, equilibrium) prices, about 
which the former fluctuate. 

The forces determining prices are revealed by an analysis of de- 
mand and supply. Effective demand denotes the quantity of a good 
which purchasers will buy at a given price. The demand schedule 
shows the different quantities which they will buy at a corresponding 
series of prices; it is represented graphically by a demand curve. Ef- 
fective supply denotes the quantity of a good which will be offered 
for sale at a given price. Analogous to the corresponding concepts of 
demand, we have the supply schedule and the supply curve. The 
terms increase and decrease of demand or supply may refer to a 
change in the effective demand or supply, without any alteration of 
the schedules (a shifting point on a single demand or supply curve), 
or they may refer to a change in the schedule itself (a shifting of 
the demand or supply curve to a new position). According to the 
law of demand and supply, the market supply of a good tends to 
the point where the effective demand for it equals the effective sup- 
ply. Another way of putting this is to say that price tends to a point 
where the marginal demand-price and marginal supply-price are 
equal. Where supply is fixed, the price will equal the marginal de- 
mand-price for the given stock. Prices are more responsive to chang- 
ing conditions of demand and supply, and they reach a more perfect 
equilibrium, in organized produce exchanges than in less well- 
organized markets. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The literature dealing with individual prices (the theory of value) is 
vast. The suggestions here (and following the next three chapters) can in- 
dicate only a few of the more outstanding works. Most writers on the sub- 
ject, including the present author, are deeply indebted to Alfred Marshall’s 
Prmriples of Economics (5th or later edition): Book 1 , Chapter 3 of this 
work, and Appendices C and D of the same, deal essentially with the under- 
lying assumptions and methods of price analysis. Lionel Robbins deals 
brilliantly with this theme in Chapters 4 and 5 of his Essay on the Nature 
and Significance of Economic Science (2nd edition, London, 1935). See 
also Chapter 1 of F. H. Knight’s Risk, Uncertainty and Profit (1921). A 
simple little book, presenting the theory of value in an interesting and 
suggestive way, with special emphasis on the functions of prices in guiding 
the economic process, is H. D. Henderson’s Supply and Demand (1922), 
especially Chapters 1 to 5. 

H. J. Davenport, in Chapters 2 and 3 of his Economics of Enterprise 
(*9*3)» emphasizes prices as the central problem of economics. For an 
elaborate statistical study of price movements, see Frederick C. Mills’ The 
Behavior of Prices (1927). 



Chapter XIV 


THE BACKGROUND OF DEMAND AND 
SUPPLY. MONOPOLY PRICE 


A. Fundamental Characteristics of Demand 

Consumers’ Choices. — We know that the basis of all economic 
activity rests in the fact that goods are scarce in relation to our de- 
sires, To the individual, the scarcity takes the form of a limited 
money income. Although a very few lucky people have incomes 
which are very large, rare indeed is the person who has enough to 
buy everything which he desires. Therefore, each consumer is com- 
pelled to choose which desires shall take precedence over others. 
So. consciously or unconsciously, he compares the different direc- 
tions which his expenditures may take, and spends his money ac- 
cordingly. In making these decisions, the prevailing prices for the 
various goods among which he must choose play an important part. 
If the price of a silk shirt is twice that ol a cotton one, he may de- 
cide that, in view of the other things which he would like to do 
with his money, the silk is not worth the difference. He will buy 
the cotton shin and do without the other. His reaction, together 
with that of all other shirt-wearing men, determines the effective 
demand for shirts at the price prevailing. If, at this price, the de- 
mand over a period of time is just sufficient to take off the market 
the shirts which manufacturers find it worth while to produce at 
that price, the market has established an equilibrium between the 
underlying conditions of demand and supply, and the price tends 
to remain where it is. But if the rate at which consumers are buying 
shirts is greater or less than the rate at which they are being pro- 
duced, there is not an equilibrium of the underlying forces, and 
hence the market price cannot then be long maintained. It will 
change in the direction necessary to bring about a better balance. 
It is the same with every other commodity. So, market prices are 

320 
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trial balloons, put out to test the underlying conditions of demand 
and supply. It is these basic conditions which determine, ultimately, 
what prices will prevail. To understand the price-making process, we 
must know what are the fundamental determinants of demand and 
supply. 

Our immediate concern is with the demand aspect of this prob- 
lem. After we have cleared that up, we shall go on to the supply as- 
pect. Then, by putting the two sets of factors together, we will have 
a complete picture of the forces making for normal prices. We shall 
not here attempt to describe the complex reactions of the mind 
which lead human beings to prefer one thing to another. That is 
primarily a problem for the psychologist. For our present purpose, 
we can take people’s choices for granted. We do need to know more, 
however, about how consumers will behave in respect to the price 
of a particular good. This behavior reflects itself in consumers* de- 
mand. 

The Law of Demand. — In constructing a demand schedule for 
raw cotton in the day-to-day market, we observed that more cotton 
would be purchased when the price was low than when it was high. 
This is a characteristic feature of all demand schedules. It is true 
of consumers’ demand, and hence of the demand of manufacturers 
and dealers also; for the demand of the latter, it will be remem- 
bered, is derived from that of the former, and follows the same gen- 
eral pattern. Accordingly, it may be stated that, the greater the 
amount of a given commodity to be sold in a given market at a given 
time, the lower must be the price. Or, to put it more concisely, the 
lower the price, the greater the effective demand. This is known as 
the law of demand. There are four reasons for the operation of this 
law: 

(j) In the first place, although human wants in general seem to 
be capable of indefinite expansion, our desire for any one thing can 
be completely satisfied, at least for the time being. Satisfaction does 
not occur all at once, but develops gradually as more of the com- 
modity is consumed. For instance, the first taste of a delicious fruit 
may whet the appetite for more, but if we consume several of them 
in succession, we have soon had enough. In civilized society, the pos- 
session of at least one shirt is so important that a man would give 
up a good deal to secure it; additional shirts are desirable, but not 
quite so necessary; and after one has a dozen or so, a further addi- 
tion to his stock adds very little to his satisfaction. This principle 
is known as the law of diminishing utility, which may be stated as 
follows: After a certain point has been reached, the intensity of 
one^s desire for additional units of goods diminishes as the stock pos- 
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sessed increa^es.^ This is true of all goods, with one qualification. It 
is assumed that, after the first units of a good are consumed, enough 
time has not elapsed to allow the gratification derived from them to 
pass away. After one has worn out a shirt and thrown it away, a new 
one may have as much utility as its predecessor, or even more; but, 
already possessing some which are still serviceable, additional ones 
will add less to the satisfaction of the user. The significance of this 
for prices is that, if, in a given time period, the quantity of goods 
to be sold is more than enough to meet the first and most pressing 
desires of consumers, the price will have to be lowered in order to 
induce them to increase their consumption. 

(2) The second reason for the law of demand lies in the fact that 
many commodities have different uses, some of which are more im- 
portant than others. Cotton is used for various products in the home, 
including clothing, sheets and pillow cases, turkish towels and wash* 
cloths, handkerchiefs, laundry bags, draperies, and chair covers. In 
some of these uses it has greater utility than in others. We would be 
very uncomfortable without clothing, but we could get along well 
enough without laundry bags. Likewise with water. Our very lives 
depend on it for drinking, and we need it rather urgently for bath- 
ing and dish- washing, but for lawm sprinkling it is merely a dispen- 
sable luxury. Similar instances could be multiplied many times. We 
may call this the principle of different uses. It contributes to the 
law of demand in this way: If the price of a commodity is high, its 
use will be restricted to those purposes for which the purchasers con- 
sider it most important, and the effective demand will then be rela- 
tively small; but if the price is low, consumers will employ it for 
less important uses, and the effective demand will then be greater. 

(3) The fact that people differ in their requirements, situations, 
and tastes also contributes to the law of demand. People in cold 
climates need more wool and less cotton than people in warm clim- 
ates. The demand for these products in the two regions differs ac- 


1 The principle of diminishing utility explains the apparently paradoxical fact that 
things of very great usefulness sometimes have very little value. We may call the sum 
total of satisfactions derived from all the units of ■ a commodity which are consumed 
its Lolal utility. Because of diminishing utility, the total utility does not increase {)ro- 
poriionately it more of the commodity is consumed. If our stock of such things as bread 
and water is very large, we attach very little importance to a single loaf of the former 
or a single bucket of the latter; because, were we to lose either, we would still have 
plenty left, and our total utility would not be verv much reduced. The importance at- 
taching to such a single unit of the stock of a good is called its rharfrinal utility. I be 
marginal utility of a commodity is less to an individual, the more of it he po.sse'fses. 
How much he can be induced to pav lor that commodity will depend on its marginal, 
rather than upon its total, utility to him. Hence, if the quantity of any good is so great 
that everyone in the community is well suDplied with it, so that its marginal utility to 
everybody is small 01 nothing, the value of that good, and its price, will be correspond- 
ingly small or zero, as the case may be — no matter how great its total utility. 
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cording! y. Some people are passionately fond of grand opera, others 
enjoy it only moderately, while still others find it boring. Those who 
derive extreme pleasure from it will pay well for opera seats rather 
than go without; hence, if the quantity of tickets is limited, they 
can all be sold to the opera-lovers at fairly high prices. Those whose 
desire for it is less will not pay so much; hence, if their demand is 
to be added to that of the others, the price must be lowered. This 
we may call the principle of different desires. It is applicable to most 
commodities. 

(4) Finally, the fact that personal incomes are unequal gives 
further force to the law of demand. The rich man has so much 
purchasing power that he can outbid the poor man, although his 
desires may be no more urgent than those of the latter. Consequently, 
if the quantity of a commodity is small, it can all be sold to the 
well-to-do, who can pay a high price for it; but if the quantity is 
greater, some of it must be sold to consumers of more moderate 
means, in which case the price must be lower. We may call this the 
principle of different incomes. 

Elasticity of Demand. — The law of demand tells us that, as the 
effective supply of a good increases, the price that consumers will 
pay for it falls. But this fall does not always take place at the same 
rate for different goods. In the case of some commodities, an increase 
in the amount to be sold will depress the price rapidly. With other 
commodities, the descent will be more gradual- Looking at the mat- 
ter a little differently, a change in the price of some commodities 
will cause a relatively great change in the effective demand; with 
other commodities, the change in demand will be relatively small. 
The sensitivity of effective demand to changes in price is known as 
elasticity of demand. All demands have some elasticity, but some 
have more than others. A demand that is quite sensitive to changes 
in price is said to be elastic. One that is only slightly sensitive is said 
to be inelastic. 

Elasticity of demand can be measured mathematically by compar- 
ing the percentage of drop in price with the percentage of increase 
in purchases; or (what amounts to the same thing) by observing the 
effect of price changes upon the total receipts from sales. This is 
illustrated by the two demand curves shown in Figure 28 (on page 
324), and by the adjacent table, which is calculated from those curv^es. 
Here, total receipts are computed by multiplying the price in each 
case by the effective demand. If a drop in price is compensated by a 
corresponding increase in effective demand, so that the total receipts 
remain the same, the demand is said to have an elasticity of 'unity. 
For instance, a fifty per cent drop in price may result in a one hun- 
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Figure 28. Elastic and Inelastic Demand. 



dred per cent increase in the number of units bought. This is tlie 
case with the demand schedule DAB at its lower extreme’ when the 
price falls from two cente to one cent, the effective demand increases 
from ^o units to i.ooo. so that the total receipts are $io.oo in both 
cases. This demand, therefore, has an elasticity of unity in the lower 
part of Its range. However, in the upper part of the scliedule, its 
elasticity ts greater than unity, by which is meant that a mven de- 

‘ ^ relatively greater imrease in the 

a nounts purchased, so that total receipts grow sreater with siic- 

frTr:i'':i''''"%^"""r" as ';he Vice “falls stmtessively 

from SIX cen« to five, four, and then three cents, the receipts in- 
crease from Sfi.oo to $7.50. $3.00. and $3.75. respectiveTy fn the 

fhTn D to A has an elasticit^y greater 

than unity, that part from A to B an elasticity of unity. Umand 
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schedules with an elasticity of unity or greater may be classed as elastic. 

When the elasticity is less than unity, the demand may be classed 
as inelastic. This means that the successive decreases in price are not 
offset by a proportionate increase in purchases; hence, the total re- 
ceipts decline- This is the case with the demand schedule DC. The 
figures of the table indicate that, as the price falls by successive steps 
from six cents to one cent, the receipts decline gradually from .f6.oo 
to $2-00, 

Demand schedules need not be as consistent in their behavior as 
the two cases we have considered. They may be elastic in a part of 
their range, and inelastic in another part. They are likely to be more 
elastic at high prices than at low ones. The curve DAB, in fact, is 
more elastic from D to A than from A to B. 

What Determines the Elasticity of Demand. — The degree of elas- 
ticity which characterizes a demand depends largely on the urgency 
of consumers’ need for the commodity in question. In the case of 
luxuries, such as works of art or automobiles, demand is usually 
pretty elastic. These are things which we can do without; conse- 
quently, when they become more expensive, we curtail our purchases 
of them. Conversely, when they become cheaper, we buy them more 
freely. The demand for necessities, on the other hand, is usually 
more or less inelastic. For instance, if the price of bread were 
doubled, purchases would not decrease very greatly. Consumers 
would feel that they must have their usual quantity of bread, even 
at the high price. Rather than be deprived of it, they would go 
without other things that they considered less essential. 

Demand is also inelastic in the case of commodities which are 
very low in price, but for a different reason. Such things as matches, 
salt, or spool cotton, which cost but a few cents, represent so small 
a percentage of our total expenditures that we buy all we desire of 
them, without much thought of economy. Lower the price, and very 
few more will be bought, for everyone has already all that he needs. 
Raise the price to even double what it was, still the amount is so 
small that consumers will not greatly curtail their purchases. How- 
ever, if the price were raised ten or a hundredfold, this would no 
longer be true, and a considerable reduction in consumption might 
be expected. The same principles hold true where the price of a good 
is an insignificant part of the total cost of some larger article, such as 
doorknobs in a house. 

The extent to which substitutes for a given commodity are avail- 
able also has much to do with elasticity of demand. Take the case 
of butter and oleomargarine for illustration. Butter is a food so im- 
portant that, if there were no substitute for it, people would buy a 



326 PRINCIPLES OF ECONOMICS 

good deal of it even if the price were pretty high* and the demand 
would then be rather inelastic; but so long as oleomargarine is avail- 
able* some people will resort to it if butter becomes very expensive. 
This makes the demand for butter elastic. We may conclude that 
demand is more elastic when there are substitutes than when there 
are not. 

Every demand schedule must be elastic in the extreme upper part 
of its range. Otherwise the price of a commodity might go to in- 
finity if it were scarce enough, and there would still be purchasers; 
but this is impossible, for no one has an infinite amount of money 
to spend. Therefore there must always be a price at which sales 
will fall to zero, and as this point is approached, total receipts must 
begin to decline. When the decline sets in, demand is elastic. Like- 
wise, every demand schedule must be inelastic in the extreme lower 
part of its range; for if the price were to fall to zero, total receipts 
would likewise become zero; therefore, total receipts must decline 
as this point is approached. When this tendency sets in, demand is 
inelastic. 

Marginal Receipts. — What has now been said about elasticity of 
demand makes it clear that, as the price of a commodity is changed, 
the total receipts from its sale may change also. The amount of 
change in receipts which results from a slight change in the price 
is known as marginal receipts. 

We can gain an understanding of the behavior of marginal re- 
ceipts by studying the following table, which may be supposed to 
represent the situation that confronts a rug merchant in a town of 
moderate size. Let the prices be those which he might charge for rugs 
of a certain quality, and let the quantities be the number of rugs sold 
per day: 


1 

2 

5 

4 

Price 

Quantity 

Total 

Marginal 

Receipts 

per 

Receipts 

{Computed 

Hug 

Sold 

{Col. / X Col. 2) 

from Col. 3) 

$1 oo 

1 

3 1 00 

^100 

75 

6o 

2 

3 

1 50 

180 

50 

30 

50 

4 

200 

20 

42 

5 

2 10 

10 

35 

6 

2 10 

0 

30 

7 

210 

0 

25 

8 

200 

~io 
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This demand is elastic in the upper part of its range; therefore the 
total receipts (shown in Column 3) increase as the price is lowered 
successively from $ioo to $75, then to $60, and so on. When the price 
falls from $100 to $75, receipts increase from $100 to $150; therefore 
the marginal receipts in this case are $50. When the price falls from 
$75 to $60, receipts grow to $180, an increase of $30 over the former 
figure; hence, the marginal receipts are now $30. Marginal receipts 
for each further decrease in price, calculated in the same way, are 
shown in Column 4. Notice that they grow steadily less, until they 
become zero at $35, and remain zero at $30. This is where total re- 


I 


ceipts do not increase at all, the elasticity of demand being unity at 
these points. When the price is reduced still further, the demand be- 
comes inelastic, so that total 
receipts shrink. Observe that, 
when the price is $25, receipts 
are only $2 00, which is $ 1 o less 
than when the price is ' 

Here, then, the marginal re- , 
ceipts are a negative quantity 
(—$10). 

It is possible to construct 
curves showing marginal re- 
ceipts, just as we drew curves 
portraying schedules of de- 
mand. This is done, for the 
case just set forth, in Figure 
29. Here the curve D repre- 
sents the demand schedule 
given in Column 1 of the 
table. The blocks with the 
diagonal cross lines indicate 
the successive marginal re- 
ceipts, resulting from succes- 
sive decreases in the price. 

These are plotted from Col- 
umn 4 of the table. There are tr- tv/t • i 1 

, , , . Figure 29. Marginal and Total 

no blocks between the quanti- ° R S t 

ties 5 and 7 on the base line ^ 

because here the marginal receipts are zero. The block from 7 to 8 is 
placed below the base line, to show that here the marginal receipts are 
negative. Now, by drawing the curve MQRT through these blocks, 
we have a marginal receipts curve, which shows the amount of extra 


1 
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receipts that could be expected to result from each possible reduction 
of price. 

A marginal receipts curve will usually lie below the demand curve 
from which it is derived,- for the following reason: if a man can sell 
ten pairs of shoes at $5.00 a pair, and eleven pairs at $4.75, the sale 
of the eleventh pair does not add $4.75 to the total receipts, for there 
is a reduction in receipts of 25 cents each from the other ten pairs, 
tvhich are now sold at a lower price. Total receipts increase only 
from $50.00 to $52.25, making the marginal receipts $2.25. In other 
words, the marginal receipts for the eleventh pair of shoes are much 
less than the price which is obtained for them. Hence, on a diagram, 
the marginal receipts corresponding to the point $4.75 on the de- 
mand curve will lie far below it on the marginal receipts curve, and 
this will be true throughout the length of the two curves. 

Total Receipts Areas. — The total receipts derived from the sales 
of a good at any particular price must be the sum of the marginal 
receipts that would be obtained from successive reductions from 
higher prices. Referring again to the table above, if the student will 
add together the successive marginal receipts in Column 4, he will 
get a sum which will equal the total receipts corresponding in each 
case. For instance, the sum of the marginal receipts at the prices of 
$100 to $50, inclusive, is $200, which is the same as the total receipts 
from sales at $50. From this it follows that total receipts can be repre- 
sented on our diagram by either the demand curve or the marginal 
receipts curve. Let us see how this is. 

The first way of showing total receipts is by means of the demand 
curve. In Figure 29, the rectangular area OPVS indicates the amount 
of the total receipts when the price is OP. This area is equal to the 
distance OP multiplied by the distance OS, and since OP in this 
case stands for the price ($50) and OS for the quantity purchased (4 
units), the product must be the total receipts (price per unit times 
4 units, or $200). 

The second way of showing total receipts is by means of the marginal 
receipts curve. The total area lying beneath that curve at any point 
on it measures the total receipts at the corresponding price. For ex- 
ample, when the price is $50, 4 units are sold. The successive marginal 
receipts up to 4 units are represented by the first four blocks (or by the 
area OMQS). Therefore these blocks (or that area) must indicate the 
total receipts, for it has just been demonstrated tliat the sum of the 
increments equals the total. 

It follows that the combined areas of the first four blocks must be 

2 In the following chapter we shall find that there is an important class of exceptions 
to this rule. 
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equal to the rectangular area OPVS, since both indicate the same 
volume of total receipts. Therefore, OMQS must also equal OPVS, 
since it is so drazvn as to enclose areas equal to the blocks throxigh 
xvhich it passes. From any other point on the demand curve, an area 
similar to OPVS can be drawn, which will show total receipts at the 
given price, and a corresponding equal area, similar to OMQS, will 
be described by the marginal receipts curve.® 

Having now surveyed the general characteristics of demand, we 
must turn to a similar survey of the underlying conditions of supply. 
We will then be in a position to bring our knowledge of the two to- 
gether in one picture, which will show us how prices are funda- 
mentally determined. 

B. Fundamental Characteristics of Supply 

Scarcity and Costs- — Our analysis of the law of demand indicates 
that, when a commodity is plentiful, its value is less than when there 
is not so much of it. Therefore, scarcity is a fundamental factor in 
determining the prices of goods. 

A few commodities are scarce because they exist only in definite 
quantities and cannot be reproduced. Such are the paintings of old 
masters, genuine antique furniture, rare postage stamps, and certain 
jewels. If the entire stock of these were offered simultaneously in the 
market, their prices would be determined as in the case of fixed sup- 
ply, which was explained in the preceding chapter. However, most 
rare articles with a value to collectors are sold one at a time, either 
in an auction, at the price offered by the highest bidder, or in an 
individual transaction, where the price is reached by bargaining be- 
tween the buyer and the seller. Under these circumstances the price 
may vary within wide limits. 

Most goods, however, result from current production. They are 
scarce, not because more of them cannot be had, but because the 
agents of production, through the use of which they are secured, are 
limited in quantity and capacity. Production requires labor; but 
laborers are limited in numbers, and their productivity is limited by 
their strength, their intelligence, and their willingness to exert them- 
selves. Production also requires land; but this is limited in area, and 
the productivity of every piece of it is restricted by its fertility, its 
mineral deposits, or its accessibility. Modern productive operations 

s The fact that, at every possible price, the area beneath the marginal receipts curve 
must equal the corresponding total receipts area on the ci^^rnand curve, defines the 
geometrical relationship between the two curves, and leads to a rule for deriving one 
of them from the other. For a discussion of this see Joan Robinson's Economics of Im- 
perfect Competition, Chapter II, especially paragraphs 3 and 4. 
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require elaborate equipment, which means that there must be saving 
and waiting; but the amount of saving is restricted to whatever sur- 
plus of income above present necessities may be available, and by 
the thrift of the people. Managers are required to direct the processes 
of production; but there is a natural scarcity of men with the requi- 
site ability to perform this function. Also, the carrying on of industry 
entails risks, and not everyone is willing to hazard life, limb, or 
property in operations that place these in jeopardy: All these are re- 
sistances growing out of scarcity of the agents of production. In the 
case of reproducible goods, therefore, it is scarcity of productive 
agents that makes for scarcity of products, and it is scarcity of prod- 
ucts that gives the latter their value. Because the products are valu- 
able, the agents of production are valuable, too. Having value, both 
products and agents command a price. So, the use of tliese agents in 
production must be paid for. THe payments so made in hrin^iyig 
forth the various products of industry are known as costs of pro- 
duction. 

The Basic Elements of Costs. — If we ask any business man what 
are his costs, his answer will not sound much like the language of 
the foregoing paragraph. More than likely he will give a list of the 
items which he carries in his accounts as business expenses. Among 
them will be wages for labor employed, salaries and commissions to 
executives and salesmen, interest on borrowed funds, rent for real 
estate leased from others, depreciation reserves laid aside to replace 
worn-out or obsolete equipment, outlays for materials, advertising, 
insurance, freight or express charges, taxes, lawyers’ fees, and cer- 
tain other items. Many of these expenses are composite and over- 
lapping; they can be reduced to simpler elements. Salaries, for 
instance, do not differ fundamentally From wages; both are payments 
for labor, though it may be labor of different kinds. Payments for raw 
materials can be broken down into wages for laF^or, interest on bor- 
rowed funds, and other payments involved in producing those ma- 
terials at earlier stages of production. Depreciation is a device lor 
charging up to current production its share of the original cost (in 
wages, interest, and so on) of providing the ecjuipment now em- 
ployed in the industry. In like manner, advertising, insurance, trans- 
portation, taxes,^ and other expenses can be broken down into more 
elemental items. In this way we can resolve all the costs of producing 

* Taxes may be resolved into the expenses lor labor, saving, etc., of running the gov- 
ernment. However the amount of these expenses entering into the cost of production 
of a particular commodity does not arise naturally out of the production process itself, 
as do the other costs mentioned, but is levied upon the industry by the government on 
very differ eni principles, into which we need not enter here. It suffices for oui present 
purpose to point out that taxes frequently exercise an effect on the prices of commodi- 
ties, similar to the other costs here described. 
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any commodity into payments for the agents of production employed 
in making it. Roughly, these agents can be designated as labor (in- 
eluding labor of management), saving, and land. 

However, the amount of costs does not depend merely on the 
quantity of the agents employed. The wages paid to labor, for 
instance, do not depend merely on the number of hours or days 
worked, but also on the kind of labor. Therefore, wages can be 
broken down into payments for labor-effort and payments for abil- 
ity, and, in the case of dangerous labor, payments for risk. The pay- 
ment for saving is interest, but interest is not only a compensation 
for saving as such — it also includes some return for the risks of the 
investor. Rents paid for real estate may include returns for the ef- 
fort, ability, saving, and risk involved in constructing and maintain- 
ing the buildings, plus payment for the use of the land itself, on 
which the buildings are situated. Payments for land may include a 
price for the natural materials it contains (such as fertility or mineral 
deposits) and, perhaps, compensation for some natural advantage of 
location wliich makes it particularly desirable as a business site. 

In the last analysis, then, costs can be resolved into payments for 
the following factors: (i) effort, (2) ability, (3) saving, (4) land space, 
(5) natural materials, (6) risk-bearing. These are the basic elements 
of costs which will appear in production under competitive condi- 
tions. It should be pointed out, also, that if any of the agents of 
production affecting a particular commodity at any stage of the pro- 
duction process are controlled by a monopoly, an element of monop- 
oly profit may be introduced which will reflect itself in a higher 
price at the stage of production where it occurs- This monopoly 
profit will then raise the costs of production of those enterprisers 
who come after, and the cost to the ultimate consumer. If we call 
the action of a monopolist in controlling the supply of a commodity 
withholding, we can list withholding as a seventh element of costs. 

Physical Costs and Pecuniary Costs. — What any article costs to 
produce will depend on two factors. In the first place, it will de- 
pend on the amounts of effort, ability, saving, land space, natural ma- 
terials, risks and withholding of various kinds involved in its produc- 
tion, from its initial stages, through all the processes intervening, 
up to the stage at which its price is being considered, and. in the 
case of consumption goods, up to their delivery to the consumer. 
Within broad limits these amounts are determined by the tech- 
nical conditions of production. We may call them the physical 
costs. Some writers call them real costs.^ In the second place, it will 

® The classical economists, and some moderns with classical leanings, identify real 
iS.osts with human efforts and sacrifices (disutilities), which are alleged to consist of 
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depend upon the prices of these things. The quantities of agents 
employed (physical costs), multiplied by their prices, give us the 
pecuniary costs. It is these which are active in determining the sup- 
ply-prices of producers. 

Differences Between the Economic and the Business Concepts of 
Cost. — Although we have succeeded in reducing the items of cost 
listed by the business man to those regarded as fundamental by the 
economist, it is yet to be noted that the latter includes in the term 
costs certain elements not always recognized as such by the former. 
These elements are three in number. Firstly, costs, in the economic 
sense of that term, include not only interest on borrowed savings, 
but also interest on savings owned by the enterpriser himself. Very 
frequently the enterpriser regards interest on his own savings as a 
part of his profits, rather than as one of his costs of production. Yet 
the economist cannot fail to regard this as a cost, for it is a necessary 
payment which must be made, and recovered from the price of the 
commodity, if production of the latter is to continue. If a business 
does not yield the current rate of interest on the savings invested in 
its equipment, no matter who owns it, there is not sufficient induce- 
ment for any further investment in that business, and there is good 
reason for putting the savings already there to some other use, if 
that be possible; or if not, to allow the equipnrent to wear out with- 
out replacement (for the amount required to replace it could be put 
to more remunerative use elsewhere). Therefore, if the price of the 
products of that business does not permit the payment of interest on 
the enterpriser’s investment, in the long run those products will dis- 
appear from the market. This shows that such interest is one of the 
costs of production that enter into the determination of prices. 

Secondly, costs include a remuneration to the business enterpriser 
for the time and energy he expends in directing and managing the 
business. This we may call his wages of management. It is a sort of 
salary paid to himself for his labors as superintendent of the enter- 
prise. It may seem strange to consider this an item of cost, since the 
business man very frequently regards it as a surplus or profit left 
over after the costs of the business are paid. As in the preceding case, 
however, it is not truly a surplus, but a necessary charge which must 


labor eiTorr and the supposed “pain” of waiting and saving. Thev lielieve that all costs 
can ultimately be resolved into those two elements. There is some validity to this con- 
cept ot costs for philosophic purposes. There is a sense in which it is convenient to 
speak of what it costs mankind in toil and trouble to secure goods. In the view of 
many, however, including the present writer, this concept of real costs is not tenable 
as an explanation of prices. Prices conform to the pecuniary costs of the market place, 
and these cannot be resolved into disiitil ities. Differences in wages, for instance do not 
^rrespond to differences in the efforts put forth by the different classes of labor. See 
the discussion of wage ditterences in Chapter XX. 
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be recovered from the selling price of the product if its production is 
to be continued; for the business man will not give his labor for 
nothing, and if a certain industry does not yield to its enterprisers 
as much as they might earn as wages if employed by other persons, 
they are likely to withdraw from it sooner or later. Certainly new 
enterprisers will not be attracted into it, and those already estab- 
lished must eventually die, even if they do not presently fail, or -go 
into other businesses. Wages of management, therefore, are one of 
the costs that enter into the values of commodities. 

Finally, there are certain enterprisers’ risks involved in produc- 
tion, payment for which must be regarded as a cost. Some payments 
for risk are included in ordinary wages and interest, and others in 
insurance premiums, all three of which appear on the books of the 
business man as costs; but enterprisers usually look to their profits 
to compensate them for their own risks, and do not regard such 
compensation as a cost. Yet this is a cost from the economic point 
of view; for if a business does not offer prospect of sufficient reward 
to the enterpriser to induce him to subject himself to such risk, he 
will not carry on the business, and the goods in question will not be 
produced. Compensation for enterprisers’ risks, therefore, is a nec- 
essary cost which must be obtained from the price of the commodity 
if its production is to be carried on.® 

To some extent there is a recent tendency among business men 
and accountants to include in their costs the first two of the items 
just discussed. Corporations, for instance, usually pay salaries to their 
executives for the managerial work of the latter; and even individual 
business men in some cases pay salaries to themselves from month 
to month, which salaries are carried on the books as costs, to be de- 
ducted before profits are computed. Xhere is also some tendency for 
accountants to treat interest in a similar manner. Whether these 
items are so handled in the accounts of the business or not, there is 
no real inconsistency between business practice and the usage of 
economists. The business man’s concept of costs is based on his need 
for some criterion by which to estimate the success of his business. 
That success is measured by the net returns he derives from his in- 
vestment and his labor. He may, therefore, find it useful to regard 
all of this return as a profit, and none of it as a part of his costs. The 
economist, however, is concerned with costs as elements entering 
into prices, and, therefore, as determinants of values. As a social 
scientist, he looks at the problem from the community point of view, 
rather than from that of the individual enterpriser. Since the com- 
munity must pay interest on enterprisers’ savings, wages of manage- 
e But see what'is said on this question in Chapter XXIII. 
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ment, and a reward for risk, in the prices of the commodities it buys, 
these things are costs to it. There is no essential contradiction be- 
tween the two concepts, but merely a difference in the point of view 
from which the phenomena are regarded. 

Opportunity Costs. — The definite determination of pecuniary 
costs — that is. the process through which the prices of the agents of 
production are fixed — is very much complicated by two circum- 
stances. In the first place, a number of different productive agents 
are combined in the making of every product. For instance, in the 
making of a cotton sheet, there are employed agricultural and build- 
ing land, labor of various occupations and degrees of skill, divers 
buildings and machines, and other agents. In some way, the price 
obtainable for the finished sheet must be apportioned among all 
these different agents which contribute to it. A complete explana- 
tion of costs necessitates an investigation of this. This leads us into 
the problem of income sharing, which has to do with the division 
of the income of society into shares which are paid to the owners of 
the various agents of production. Since this will be outlined in some 
later chapters, the discussion of it may conveniently be deferred for 
the present. We must bear in mind, however, that it is an essential 
part of the problem of costs which we must eventually clear up. 

In the second place, each of the productive agents is used, not for 
a single product only, but for a great many. A given type of labor, for 
instance, may be employed in a score of different industries. Its 
wage, then, must depend simultaneously on all the products of those 
industries. A complete explanation of costs must give an account of 
this also. To this problem we will now turn our attention. 

In certain parts of southern United States there is land suitable 
for the production of both cotton and peanuts. Since the land is 
scarce, and since both products cannot be grown upon it at the same 
time, the quantity that can be produced of either crop is limited by 
the other, and farmers must make a choice between them. Every acre 
of land devoted to cotton reduces the size of the peanut crop; and 
the more peanuts there are grown the less there will be of cotton. In 
such a case there arise two opposing demands for the land, cotton 
and peanut growers competing with each other to obtain it. The 
cotton growers must pay as much as the peanut growers, or they can- 
not get land for their purpose: whatever the land is worth when 
used for the peanut crop, therefore, will constitute a cost of produc- 
tion to cotton growers. By the same reasoning, whatever the land is 
worth when used for cotton raising will be a cost of production to 
the peanut producers. 

The same principle holds for labor. In some of the regions im- 
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mediately adjacent to the cotton fields of the South tobacco is 
grown. Cotton and tobacco planters compete with each other for 
the available workers. We may suppose that 30,000 workers in these 
regions are available for employment in the two industries. In Fig- 
ure 30, let AB represent the value of these workers to the tobacco 
growers, and CD their value to the cotton growers- In other words, 
AB and CD are the demand curves for tobacco and cotton labor, re- 
spectively. The figures on OY indicate the prices (wages) per day 
which employers are able to pay for various quantities of labor, tak- 
ing into consideration the demands for their products. As more work- 
ers are employed, their wages decline, because as more cotton or 
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Figure 30. Opportunity Costs. 

tobacco is grown by using the extra workers, the prices thereof will 
fall, in accordance with the law of demand. Now suppose that the 
laborers are evenly divided, 1 5,000 being employed in each indus- 
try. According to the drawings, those employed in the tobacco in- 
dustry will be worth only about $2.35 per day, while those in the 
cotton fields will be worth $3.75- Since the tobacco growers cannot 
afford to pay more than $2.35, cotton planters can make a profit by 
offering somewhat better pay, say ^2.50, to attract labor away from 
the tobacco fields. More men will then be employed in cotton, and 
more cotton will be grown, as a consequence of which it will be no 
longer worth quite so much; while less will be employed in tobacco, 
as a consequence of which less of it will be grown, and it will be worth 
somewhat more. Tobacco growers can then bid against the cotton 
growers to hold their men. 

As the value of labor rises in the tobacco industry and falls in the 
cotton industry, there will come a point where it will be equal in 
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both. In our illustration this occurs when 10,000 men are employed 
at tobacco growing and 20,000 in the cotton fields. Labor is tlien 
worth $3 in each employment, and wages will tend to be at that 'fig- 
ure, for competition between the two sets of employers to hire all 
the men it is worth their while to have will prevent them from fall- 
ing any lower. It will not pay the cotton growers to attract any more 
workers away from the tobacco industry, for if more than 20,000 
are employed at cotton they will be worth less than S3; but they are 
worth $3 to the tobacco employers, who would not let them go for 
less. By a similar line of reasoning, it can be shown that tobacco 
growers will not employ more than the 10,000 they now have. There- 
fore, a position of equilibrium has been reached in which each group 
is paying the same wage, set in competition with the other. It is 
interesting to observe, also, that this process of price bidding has 
served to allocate all the labor between the two employments. Thus 
the pricing process performs an important function which will pres- 
ently engage our attention more closely. 

These examples are typical. Practically every agent of production 
has many possible uses. Since it is scarce, it is impossible to employ 
it fully in all of them. To use it tor any one purpose means to forego 
the opportunity of applying it to other purposes. Its use therefore 
costs whatever it might have been worth if it had been put to its 
possible alternative uses. An enterpriser in one industry must, there- 
fore, pay for his agents of production as much as his competitors in 
other industries (or, for that matter, in his own industry) are willing 
to pay. The combined bidding of all the competitors for the limited 
supply of the agents of production thus establishes prices for them 
which, as we now know, constitute the costs of production. This is 
known as the principle of opportunity costs. It may be stated as fol- 
lows: The use of any agent in productiori involves a cost which is de- 
termined by the prices offered for that agent in its possible alterna- 
tive uses. The full significance of this principle will be made clearer 
when we come to consider the functions of the price system, in Chap- 
ter XVI. 

Costs in the Individual Enterprise. — Our immediate problem is 
to trace the relationship between costs of production, determined 
as above, and the supply schedules of producers, on wliit h com- 
modity prices ultimately depend To do this, we must know how 
costs behave in the individual producing establishment, and the in- 
fluence of this behavior on the policies of the enterpriser. 

Some insight into this problem can be gained by reviewing the 
principles set forth in C'hapter V, where the effects upon costs occa- 
sioned by varying the combination of productive agents in a busi- 
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ness establishment were examined. In that chapter it was explained 
that there are two general kinds of costs — fixed and variable. The 
fixed costs are those associated mainly with the maintenance of in- 
dustrial plant, such as interest, depreciation, fire insurance, and real 
estate taxes. These run on pretty much the same from year to year, 
whether the plant is operated at full capacity, at partial capacity, or 
not at all.* The effect of this is that the fixed costs per unit of product 
will be large if they have to be charged to a relatively small output, 
and will be less, the greater the number of products over which they 
can be distributed. The variable costs are chiefly those associated 
with labor and materials used in operating the plant. Since more 
labor and materials must be used to produce a large output than a 
small one, these costs vary with the amount of production. But they 
do not vary in exact proportion with output, because of the princi- 
ple of diminishing productivity. This principle, it will be remem- 
bered, tells us that, when variable agents of production are added to 
a fixed agent, there will at first be a progressively larger increase in 
the product, until the point of diminishing marginal productivity is 
reached, after which the increments of extra product will grow 
smaller, until finally a point is reached where production is at its 
maximum, and no further increase is possible with the existing 
plant. This means that increasing expenditures on labor and ma- 
terials will yield progressively more product so long as the plant is 
not operated past the point of diminishing productivity, and variable 
costs per unit of output will therefore grow less; but such expendL 
tures will yield progressively less product after that point has been 
passed, so that eventually the variable costs per unit of output will 
begin to rise. 

Average, Marginal, and Total Costs. — It will be remembered, 
further, that the average costs of production, per unit of product, 
depend on the joint action of these two kinds of costs. As production 
in a plant is expanded from nothing, the tendency of both fixed and 
variable costs is to pull the unit costs downward, but sometime after 
the point of diminishing productivity is reached, the rising variable 
costs counteract the downward pull of the fixed costs, so that average 
costs begin to rise, and rise more and more steeply as the maximum 
capacity of the plant is approached. If we plot this in the form of a 
graph, as we did in Chapter V, we get a more or less U-shaped curve, 
such as CQA in Figure 31. The exact shape of this curve will vary 
with the nature of the particular enterprise. In those industries 
where there is a great deal of elaborate equipment, and where rela- 
tively little labor and materials are employed, the downward slope 
will be long and gradual, and the upward slope may be abrupt and 
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Figure 31. Average, Marginal, and Xotal 
Costs in an Individual Enterprise. 

steep; in industries where these conditions are reversed, the descent 
of tlie curve may be sharper and the rise more gradual; but these are 
differences ot detail — the general character of the curves is the same. 

There is a certain point in the operation of a plant where the av- 
erage costs are lower than at any other point. This is at the bottom 
of the average cost curve, at the point Q in the diagram. In Chapter 
V this was referred to as the point of optimum costs, or the point 
of optimum capacity. This marks the output at whicli the plant can 
produce goods most cheaply. We shall Find this to be of significance 
when we come to consider how prices are determined under condi- 
tions of pure competition. 

It is possible to show total costs by means of the average cost 
curve, just as we showed total receipts by means of the demand 
curve in an earlier paragraph of this chapter. For instance, in Figure 
31, the rectangular area OPQT represents total costs of $5,500 when 
the output is 1,100 units, for this area is the product of QT (which 
measures average costs of $5 per unit), multiplied by OT (which 
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represents the number of units produced, or 1,100). The total costs 
for any other output can be represented by a similar rectangle drawn 
from any point on the average cost curve. 

In Chapter V there was also developed the concept (and curve) of 
marginal costs, which are defined as the extra costs occasioned by 
the production of an extra increment of product. The relationship 
between marginal costs and average costs is similar to that between 
marginal receipts and the schedule of demand. Just as marginal re- 
ceipts show the change in total receipts resulting from the sale of 
additional goods at a lower price, so marginal costs show the change 
in total costs resulting from a slight increase in output. These costs 
consist of a relatively large increment of fixed costs (associated with 
the plant) which must be met before even the first unit of output 
can be had, followed by successive increments of variable costs, re- 
sulting from the employment of labor and materials. We already 
know that the successive increments of variable costs decline until 
the point of diminishing productivity is reached, and thereafter rise 
with increasing steepness. This gives us a marginal cost curve of the 
general type illustrated by CVQM in Figure 31. It falls and rises 
more steeply than the average cost curve because all of the fixed 
costs are charged up to the first increment of output, instead of being 
averaged in with all the succeeding increments. It will be remem- 
bered that the marginal cost curve crosses the average cost curve at 
its lowest point (Q in the diagram), because so long as each incre- 
ment of cost is lower than the preceding average, it must pull the 
average down, but as soon as the added increment of cost exceeds 
the preceding average, it must pull the average up; therefore, the 
average curve turns upward at precisely the point where the mar- 
ginal curve crosses it. 

It is possible to show total costs by means of the marginal cost 
curve, just as we were able to show total receipts by means of the 
marginal receipts curve. In fact, the relation between the curve of 
marginal costs and that of average costs is precisely the same as the 
relation between a curve of demand and one of marginal receipts.^ 
Since total costs must be the sum of all the increments of marginal 
costs, it must be equivalent to the total area lying beneath the mar- 
ginal cost curve at any given point. Therefore, the shaded area 
OCVQT in Figure 31 represents the total cost for an output of 1,100 
units. This means that this area must be equal to the rectangular area 
OPQT, which also represents the total costs for this same output. 

Hence, the geometrical relationship between a marginal cost curve and a curve of 
average costs is the same as that between a marginal receipts curve and a curve of de- 
mand. See page 329 above, footnote 3. 
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The same equality will hold for any other corresponding areas on 

the two curves. 

The General Rule of Policy. — Now that we have an understand- 
ing of the fundamental characteristics of demand and the nature of 
costs, it is our next task to see how these two groups of iniluenres 
affect the policies of business men. for it is upon these policies that 
the actual production of goods depends. Since the primary goal of a 
business enterprise is to make profits, we must expect decisions to 
be made with that end in view. This means that the business man 
will try to adjust his production to the conditions of demand which 
confront him in such a way as to keep his profits at a maximum, or 
his losses at a minimum (if he is forced to endure losses for the time 
being). The general principle which fulfills this condition is that 
marginal receipts must be equal to marginal costs. We can see this 
most clearly if we will think of marginal receipts as extra receipts 
and marginal costs as extra costs. If a business man is making some 
profit already, he can always increase that profit by selling some extra 
goods, so long as the addition to his receipts resul ting from their sale 
exceeds the extra cost of producing them. If he is suffering losses, he 
can reduce those losses by the same procedure. However, because 
marginal receipts fall and marginal costs rise (sooner or later) as out- 
put is increased, a stage will presently be reached where the margin be- 
tween extra costs and extra receipts gets progressively smaller. At the 
point where this margin disappears, profits have reached their maxi- 
mum, or losses have reached their minimum. Beyond this point, mar- 
ginal costs will exceed marginal receipts, and the taking on of extra 
business will then involve a loss. Our general conclusion is, therefore, 
that the most profitable scale of operations for an enterprise is to be 
found at that point where marginal costs and marginal receipts are 
equal. 

It may be objected that business men usually do not keep their 
accounts in such a way as to reveal accurately their marginal receipts 
and marginal costs. This is probably true of the majority of business 
men, although it is not true of all. Some of the more intelligent firms 
do look at their marginal receipts and marginal costs pretty care- 
fully, although they may not use these terms. But whether accounts 
are kept deliberately with this end in view or not, nearly every busi- 
ness man is called upon to decide, with more or less frecpiency, 
whether it will be worth Iris while to fill a certain order for merchan- 
dise in addition to the business he is already doing. In making tliis 
decision, he is likely to ask himself and his accountant. Will this 
extra business be profitable to me? In. so doing, he is asking him- 
self, in fact. Will the extra receipts exceed the extra costs of filling 
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the order? Moreover, in the absence of careful accounts, business 
men may be presumed to grope, by a process of trial and error, toward 
the policy that will yield them the greatest profit. Xo the extent 
that they are successful in doing this, they will, in fact, work towaids 
a position in which their marginal receipts are eipial to their mar- 
ginal costs, for it has already been demonstrated that this is the posi- 
tion in which their profits will be maximized. 

The truth of this proposition can be more clearly established by 
analyzing in detail the circumstances of a business enterprise when 
confronted by given schedules of demand and costs. This will, at 
the same time, enable us to see how the underlying conditions of 
demand and supply interact in such a way as to determine the price 
of a commodity. The simplest illustration of this interaction is that 
of a monopoly, where we have only one business establishment to 
consider. We shall, therefore, begin with the case of pure monopoly 
price before going on to the more complicated situations in which 
many different enterprisers compete in the market. 

C, Prices under Conditions of Pure Monopoly 

Monopoly Price. — A pure monopoly exists when the entire sup- 
ply of a commodity is controlled by a single seJler, or by a group of 
sellers acting in concert. For instance, there may be only one man- 
ufacturer of a given product, or there may be several who agree to 
market all their output through one selling agency. How will prices 
be determined under these conditions? 

Let us suppose that someone has developed a new chemical prod- 
uct with properties which make it extremely useful in the house- 
hold. Let him be fully protected against competition by patents cov- 
ering the basic process of manufacturing it. Now, if the producer is 
bent on exploiting his discovery to the limit, what conditions will 
determine the price which he will charge? This case presents the 
problem of monopoly price in its clearest form. For the present we 
will postpone consideration of those more complicated cases where 
elements of monopoly are mixed with competition. 

The first thing that our monopolist will have to reckon with is 
the demand for his product. To be sure, he can fix the price at any 
figure he chooses, and the public must pay that price or go without; 
but there is a limit to the quantity which can be sold at any given 
price, and this limit grows narrower as the price is raised: for, al- 
though a monopolist, like any other business man, may strengthen 
the demand for his product by advertising, he cannot set aside the 
law of demand. Therefore, he is confronted with the fact that, the 
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higher the price he sets, the less he will sell. The second thing which 
he must take into consideration is his costs of production. In acc ord- 
ance with the principles developed in the last fe\v paragraphs, the 
cost per unit will vary with the number of units produced, depending 
on the type of plant he constructs and how fully its productive ca* 
pacity is utilized. If he has made a careful analysis of his market, he 
will have a rough idea of the demand schedule for his chemical, and 
he will presumably build one or more plants ol the optimum size 

Y 



for the output which his market calls lor. Once having established 
such a plant, he will find himself confronted with a situation similar 
to that represented in Figure 32. 

The supposed scliedule ol demand is represented by the curve IT 
in the drawing. This is not the temporary, day-to-day demand of 
dealers and speculators, but the somewhat more settled demand of 
consumers. It indicates the niiint>er ol pounds of the commodity 
which consumers will buy for their own use at eac h ol the seveial 
prices; hence we denote it by the subscript c. We may think ol this 
demand as a schedule of consumption. Since the ha!)it.s ol t onsuiners 
do not change greatly from day to day, this schedule presumably lias 
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some permanence. Therefore we can think of it as indicating the 
rates of consumption over a given period of time at each of the several 
prices. We can then interpret the figures as sales of so many pounds 
per week or per month. The schedule has the characteristics which 
the discussion of demand in the first part of this chapter would lead 
us to expect: sales are small at the highest prices shown on the line 
OY, and increase with considerable elasticity as the price is lowered. 

The average costs are shown for the various possible outputs by the 
curve Ca (the subscript a being used to differentiate the curve from 
the curve of marginal costs, Cm). To be comparable with our figures 
for demand, these outputs must also be construed as indicating the 
rate of production, per week or per month. Observe that this schedule 
has the features which our previous analysis has shown to be char- 
acteristic of costs: the average cost per unit is high when output is 
very small, it drops to a minimum of about $5.00 when the output 
is at its optimum of 12,000 pounds, and then it rises again. 

If the monopolist wishes to exploit to the limit the advantages of 
his exclusive patent, he will seek to find the price which will yield 
him the greatest possible profit. The general rule of policy developed 
in a preceding paragraph was that profits are greatest when marginal 
costs and marginal receipts are equal. On our diagram this occurs at 
the point I, where the curves of marginal receipts and marginal costs 
intersect. If we erect a line vertically upward from this intersection 
to the point Q, on the demand curve, and downward to T, on the base 
line, it shows what price and what output will be most advantageous 
for the monopolist. By this reckoning, he should fix his price at $7.50, 
and restrict his output to 10,500 units. 

This enables us to compute his profits- Since his sales at $7.50 are 
10,500, his total receipts at that price must be $7.50 X 10,500=*=* 
$78,750. From the point V, on the average cost curve, we know that 
his average unit costs For an output of 10,500 are $5.50; therefore, 
his J:otal costs must be $5*50 X 10,500 == $57,750. Subtracting total 
costs from total receipts, we get $78,750 — ^57,750 == $2 1 ,000, which 
is the amount of his total profits. These profits are represented on 
the diagram by the area SPQV, for this represents the difference be- 
tween the total receipts area (OPQT) and the total cost area (OSVT). 

Profits must be greater at $7-50 than at any other figure, because, 
at any higher price, marginal receipts will exceed marginal costs (the 
line QT will be to the left of its position in the dravvdng), and so long 
as this situation prevails, an extra increment of output, sold at a 
slightly lower price, will always add something to the profits. At any 
lower price, marginal costs will exceed marginal receipts (QT will 
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be further to the right) causing a loss on the marginal increments of 
output. Hence, we conclude that the monopolist, if he seeks his 
greatest advantage, will set his price at the figure indicated. 

Some Limits to Monopoly Price. — How high a monopoly price 
will be depends partly on the elasticity of its demand and cost sched- 
ules. Where the elasticity is low, as in the case of necessary com- 
modities for which no satisfactory substitutes are available, total re- 
ceipts will be greater at high than at low prices, so that it may pay 
the monopolist to raise his price to a very high figure. Where demand 
is very elastic, on the other hand, he must reckon with the fact that, 
with every rise in price his total receipts fall off considerably, while 
his unit costs are likely to rise. Therefore, it pays him to keep his 
price moderately low in order that he may take advantage of lower 
unit costs and a larger volume of sales. The shape of the average cost 
curve has much to do with this. If it is nearly horizontal, he can 
curtail his output without much increase in unit costs, and his price 
may then be high; but if the curve falls sharply, as it does in our 
illustration, there is an inducement for him to keep the price low 
enough to take advantage of the lower unit costs which come with 
increased output. 

Moreover, a monopolist may find it inexpedient to take full ad- 
vantage of his economic power. Where profits are known to be 
high, there is an incentive for others to enter the field, and there is 
always a possibility that some enterprising competitor may gain a 
foothold in tlie industry, a circumstance which will weaken the 
monopoly’s exclusive control. High prices are also likely to provoke 
legislative interference. Consumers resent being exploited: therefore, 
when monopolies become ruthless, anti-trust laws arc passed and 
regulatory commissions are created which step in to curb the abuse 
of monopoly power. It may be, also, that a monopolist may have 
enough altruism to give a good product to the public at a reasonable 
price, ratlier than to amass riches by a policy of extortion. Cases are 
not unknown, for instance, where the discoverers of valuable devices 
and medicines have chosen to allow their manufacture by anyone, 
under competitive conditions, rather than to exploit tlieir inventions 
for their own benefit. All these things may combine to make monop- 
oly prices in a given case moderate. In general, however, it is to he 
expected that monopoly prices will be somewhat higher than com- 
petitive prices, for the next chapter will show that the latter are 
ordinarily held down by conditions that do not affect monopolies. 
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Summary 

All demands are derived ultimately from the demands of con- 
sumers. Xhese are characterized by the law of demand, which states 
that, the greater the amount of a given commodity to be sold in a 
given market at a given time, the lower must be the price. Xhis law 
is true because of four influences," (i) Xhe law of diminishing 

utility, which states that after a certain point has been reached, the 
utility of any unit of one’s stock of economic goods diminishes as 
the stock possessed increases; (2) the principle of different uses, which 
states that some uses of a good are more important than others; ^3) 
the principle of different desires, which states that some people have 
greater desires for different goods than others; and (4) the principle 
of different incomes, which states that some consumers have more 
income with which to buy goods than others. When we put these 
principles together, we see that goods must be sold at lower prices 
when their quantity increases, because additional units will have less 
utility to those who already have some stock on hand, and because 
the extra units must be sold for uses of lesser importance and to peo- 
ple who have less desire and less income with which to buy. 

Demand is elastic when its sensitivity to changes in price is equal 
to or greater than unity, and inelastic when its sensitiveness is less 
than unity. Xhe demand for luxury goods and for goods that have 
substitutes is usually quite elastic, while the demand for necessities 
for which there are no substitutes, and for goods which are very low 
in price, is usually somewhat inelastic. Xhe amount of change in 
total receipts which results from a slight change in the price is known 
as marginal receipts. Marginal receipts curves lie below the demand 
curves to which they are related, and are drawn in such a way that 
the total area lying beneath them measures total receipts. Xotal re- 
ceipts for any given price can also be shown by means of a rectangle 
drawn from the corresponding point on the demand curve. 

Xhe supply of goods depends ultimately on the agents of produc- 
tion. Because these agents are scarce, they command prices which 
constitute the costs of production. Xhe costs appearing in business ac- 
counts can be resolved into payments for effort, ability, saving, land- 
space, natural materials, and risk-bearing. So, the cost of producing 
a good depends on the quantity of these elements required for its 
production (physical, or real costs), and on the prices thereof (pe- 
cuniary costs). Costs, as construed by the economist, include wages of 
management, interest, and some compensation for enterprisers’ risks. 
According to the principle of opportunity costs, pecuniary costs are 
determined in a process of competitive bidding, so that each agent 
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receives a price equal to what is bid for it in its possible alternative 

uses. 

Costs in the individual enterprise can be calculated as either av- 
erage or marginal. A curve of average costs is approximately IJ- 
shaped, its lowest point denoting the optimum costs and the opti- 
mum capacity of the plant. The curve of marginal costs is more 
steeply U-shaped, falling considerably lower than the average cost 
curve, then rising sharply, crossing the average curve at its lowest 
point. Total costs can be represented either by the area of a rectangle 
drawn from the average cost curve, or by the total area at any point 
lying below the marginal cost curve. 

The general rule of business policy is to maximize profits or min- 
imize losses. This requires that the output of an establishment he 
adjusted to demand in such a way that the marginal costs equal tlie 
marginal receipts. If accounts are not accurate enough to permit 
such a calculation, it can be approximated by a process ol trial and 
error. The working of this principle is clearly revealed by the case 
of pure monopoly, where the entire supply of a commodity is con- 
trolled by a single seller, or by a group of sellers acting in concert, A 
study of the demand and cost schedules for a typical case of such a 
monopoly demonstrated that its profits were greatest when the mar- 
ginal receipts and marginal costs were ec]ual. In actual practice a 
monopoly may be restrained from taking full advantage of its posi- 
tion by the fear of potential competition or of governnient interler- 
ence. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The analysis of demand in the foregoing chapter departs from the usual 
treatment in some respects. Most writers*lay great stress on marginal utility, 
but this seems to me to be open to the objection that it is not realistic; and 
it is ejuite unnecessary. The marginal utility approach can be found in 
Alfred Marshall's Principles ol Economics (5th or later edition). Book III, 
CvSpecially Chapters 3 and 6. The doctrine of opportunity costs herein set 
forth is more fully elaborated in my article on The Nature and Funda- 
mental Elements of Cost, which appeared in the (Quarterly Journal of 
Econornics for November, 1936, pp, 30—62. It is developed from the work 
of several earlier writers, notably H. J. Davenport, in Chapters 6 and 8 
of his Economics of Enterprise (1913), and Gustav Cassel, in his The 
Theory of Social Economy (English translation, 1923). Book I. 

The analysis of marginal receipts and marginal costs in their relation 
to prices (though partly anticipated by others, so far as marginal costs is 
concerned) is mainly the work of two recent writers, viz., Edward Cdiam- 
berlin, in his Theory of Monopolistic Competition (1933), especially Chap- 
ter 2, and Joan Robinson, in The Economics of Imperfect Competition 
(^ 933 )’ especially Chapters 2 and 3, My presentation of the theory of 
monopoly price is also based on their treatment of this problem. 
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PRICES UNDER PURE AND MONOPOLISTIC 
COMPETITION 


A. The Case of Pure Competition 

The Course of the Analysis. — Let us look now at the main out- 
lines ot the analysis which 'we are making, in order to refresh our 
memories as to the ground we have already covered, and to visualize 
the problems which lie ahead. 

We began our study of the pricing process by observing the action 
of demand and supply in the day-to-day wholesale market. VVe loiind 
that, behind the schedules of buyers and sellers in that market, there 
was a background of consumers’ demand and producers’ supply vvhicli 
needed to be investigated. We traced consumers’ demand to its 
source in consumers’ choices and incomes, and we traced producers' 
supply to its source in the scarce agents of production. We found 
that the use of these agents involves costs which have a character- 
istic beliavior in eac li individual enterprise. With this background, 
we were able to develop the general rule ol policy, that a business 
enterpriser will find it to his advantage to expand his output to the 
point where fiis marginal costs equal his marginal receipts. The ap- 
plication of this rule showed us how price tends to be fixed when 
the supply is controlled by a monopoly. 

Our next task is to see what determines fundamental prices in 
conditions of pure competition. We shall then proceed to those more 
complicated cases in which tliere is a mixture of competitive and 
monopolistic influences. In all of tliis, our ultimate purpose is to find 
the normal piices which underlie the temporary, fluctuating prices 
of rfie day-today maiket. 

Pure Competition. — Pure competition is said to exist when: 
(/) the sellers all offer an identical good; and (2) there are so many 
sellers that the amount offered by any one of them is too small a por- 
tion of the total supply to have any appreciable influence on the 
price. This is fairly well exemplified by the case of cotton. It 
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is a standardized, graded commodity. Its world production runs to 
some twenty or thirty millions of bales yearly. The output of even the 
largest plantation is so insignificant a part of this enormous total that 
its effect upon the price is insignificant. If the output of any one 
plantation were doubled, or if it were destroyed, it would make no 
difference. The market would not be sensitive enough to take note 
of so small a change in the available quantity. Cotton will, there- 
fore, afford a useful illustration- of the competitive price-making 
forces. This will enable us to carry on the analysis in terms of the 
same commodity that we used for our example of market prices. 

Our problem is to find out how production in the whole cotton 
industry is adjusted to the total demand (in the absence of deliberate 
interference by any governmental program of crop control). In this 
way we can discover the normal equilibrium of demand and supply 
which lies behind the actual prices of the day-to-day market in purely 
competitive conditions. 

Some Further Cost Problems. — We now know that the costs of 
the various producers will play an important part in the ultimate 
adjustment of supply to demand. But the process of this adjustment 
will not be so simple as it was in the case of monopoly, where we 
had only one producer to reckon with. The presence of a great many 
competitors in the market complicates the problem. One such com- 
plication arises from the fact that costs are not the same for all the 
producers engaged in an industry. Enterprisers vary in the excel- 
lence of their organization, tlie efficiency of their equipment, the 
quality of their labor force, the shrewdness with which they purchase 
materials, and in other respects. Whos^ costs are most significant? 
On which costs do normal prices depend? Then, as we have already 
learned, costs in each enterprise vary with the amount of output. 
This is significant for the industry as a whole. At a given time, an 
industry has at its disposal a certain amount of land and equipment 
which are adapted or readily adaptable to its needs, and a certain 
number of workers, trained to do its work, who look to it for their 
livelihood. These resources are capable of a certain maximum pro- 
duction, but they may not, and usually will not, be utilized to thc*ir 
full capacity. Since the efficiency of production depends, among other 
things, on the amount of pressure which is being exerted on existing 
facilities, costs will vary accordingly. Moreover, these facilities can 
be increased or decreased, if given time enough, by the construction 
of new equipment and the recruiting and training of new labor, or 
by the wearing out of old equipment and the retirement of workers. 
Such changes may be expected to follow any permanent alteration 
in the schedule of demand for a product. They will have some effects 
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upon costs. We must, then, analyze further than we have yet done 
the relation between costs, output, and productive capacity. Finally, 
costs may change as the result of population growth, the development 
of new techniques, and other dynamic influences. We must pay some 
attention to these. In all of these problems, our purpose is to find 
the relation between costs and supply-prices, in order that we may 
see how supply is ultimately adjusted to demand. 

The questions here raised are too complex to be answered by any 
simple formula. The analysis must therefore be broken up into sev- 
eral parts. (1) We shall begin by considering how the individual 
producer reacts to the market situation which confronts him. In this 
we shall be on ground that is already familiar, for the most part. (2) 
With that as a background, we can build up a picture of the cost 
schedule for a whole industry, (a) first, on the assumption that pro- 
duction must be adjusted to demand within the limits of capacity 
afforded by existing facilities, (b) then, on the assumption that the 
industry will in time be able to expand or contract those facilities, 
if necessary. (3) This will enable us to see how an industry adapts it- 
self to changing schedules of demand. (4) Finally, we shall survey the 
effects upon prices of technological and other changes which alter 
the costs of production in an industry. In pursuance of this plan, 
consider now the position of a particular enterprise in a competitive 
business situation. 

The Position of the Individual Producer. — It has already been 
stated that the individual producer under conditions of pure com- 
petition has no appreciable influence upon the price. This presents 
liim with a problem considerably different from that of the monopo- 
list, who can manipulate the price upward or downward to suit his 
convenience. The competitive producer must take the prevailing 
price as a fixed datum for his calculations, and adjust his production 
accordingly. We must expect him to follow the general rule of regu- 
lating his output so that his marginal costs will be equal to his mar- 
ginal receipts; but the marginal receipts behave very differently in 
his case from their behavior in a case of monopoly. No matter 
whether he produces much or little, the price he gets for his product 
will be the same. Therefore, although the demand schedule for t/ie 
whole market will follow the law of demand (and can be represented 
by the usual type of demand curve), the demand schedule for the 
outp 7 it of the individual producer will be such that the same price 
can be obtained from buyers, no matter what portion of his output 
he offers for sale. This means that his demand curve, as he sees it, 
will be a horizontal straight line, the height of which is fixed by 
the average price prevailing in the market during a given season (for 



PRINCIPLES OF ECONOMICS 

he is more likely to make his calculations with reference to the av- 
erao*e price over a period of time than with reference to the price on 
any one day). Such a curve (if we may call it that) is shown by the 
line dd in Figure gg. Here we are supposed to be dealing with a pro- 
ducer, the maxirnum output of whose plantation is 100,000 pounds 
of cotton in an average season. The prevailing price is assumed to 
be 13 cents. The demand line indicates that the producer can sell 
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Figure 33. Demand and Marginal Receipts 
for an Individual Seller Under Conditions 
of Pure Competition. 

any amount of cotton he produces, from nothing up to his maximum 
ot 100,000 pounds, at this same pric e. 

Since the grower can sell increa.sing amounts without any diminu- 
tion ot the price, his marginal receipts do not fall as his volume of 
sales increases. Every additional pound of cotton he offers for sale 
adds 13 cents to his total receipts. Therefore, his curve of marginal 
receipts is likewise a horizontal straight line at the prevailing price. 
This makes it coincident with the demand line — the two curves are 
identical- This is always true lor the individual seller under condi- 
tions of pure competition. 

Now, if our producer follows the rule of regulating his output 
so that his marginal costs ecpial his marginal receipts, he will simply 
produce up to the point where marginal costs are equal to the pri< e, 
for price and marginal receipts are in this case the same. This, then, 
is the special application of our general rule of policy for the case 
of pure competition — marginal costs must equal selling price. If our 
reasoning has been correct, our cotton producer will find his profits 
greatest, or his losses least, if he obeys this principle. 
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Let us see how this works out in a particular case. We may sup- 
pose that the curves Ca and Cm, in Figure 34, represent the average 
and marginal costs, respectively, for different outputs on the planta- 
tion of our imaginary cotton grower. These curves are the same in 
all three parts of the drawing. Now look at part A of the drawing. 
It is here supposed that the price is 13 cents (OP). If our farmer fol- 
lows the rule, he will produce 65,000 pounds of cotton, for at that 
output his marginal costs (RQ) are just equal to the price. He is 
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Figure 34. Adjustment of the Individual Producer to the Price 
Situation in Pure Competition. 

making a profit (represented by the shaded area SPQT), because the 
selling price (OP) exceeds his average unit costs (RT, or OS). This 
profit area represents profit per unit (QT) times number of units 
produced (OR, or ST); also, it represents the difference between total 
receipts (OPQR) and total costs (OSTR). The reasoning by which 
the general rule of policy was developed demonstrates conclusively 
that, so long as the price remains at 13 cents, profits must be greater 
for the output shown (65,000 pounds) than for any other. 

Suppose the price were very much lower, say only 6 cents. This is 
shown in Part C of the drawing. Now our farmer must suffer losses, 
for the price is below even his optimum costs. At first thought 
one might conclude that it would be better for him to give up the 
business entirely, but this is too hasty a judgment. It is true that he 
cannot go on indefinitely producing at a loss, but he may be better 
off if he continues producing for a time than if he stops altogether. 
He has an establishment on his hands which entails fixed costs which 
he must meet as long as he is able, whether he produces or not. If the 
price yields him anything over the variable costs, the excess will 
reduce his losses on the fixed costs by the amount of the excess. By 
so minimizing his losses, he may be able to tide himself over one or 
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two lean seasons in the hope that the price will later rise again. The 
price being 6 cents, vvhat output will bring his losses to a minimum? 
The answer is the same as in the preceding case: He should produce 
up to, but not beyond, the point where his marginal costs equal the 
price. 

Part C of Figure 34 shows the resulting situation. Here Ca and 
Cro are the curves of average and marginal costs, respectively, as be- 
fore. Price is 6 cents (OP) and output is somewhat in excess of 40,000 
(OR). Total receipts are measured by the area OPQR and total costs 
by the area OSTR. The loss is the dotted area PSTQ, representing the 
difference between these two. 

Now suppose the price to be 1 1 cents (which just equals the opti- 
mum costs). This is shown in Part B of the drawing. In that case our 
planter will produce 60,000 pounds, because the marginal costs will 
then be equal to the selling price. At this price he makes no profit, 
but just meets his expenses, including (do not forget) interest on his 
investment and wages of management. At any other output he would 
suffer a loss. Observe that in this case, alone among the three repre- 
sented in the figure, the price, marginal costs, and average costs all 
coincide at one point (Q). Q is the lowest point on the average cost 
curve; hence it marks the optimum. Total receipts (OPQR) are the 
same as total costs (OPQR); hence there is no area of profit or loss. 

Short-Period Equilibrium of I>emand and Supply — The Case of 
Fixed Capacity. — Our cotton producer is only one of thousands 
who contribute to the whole supply of cotton. Each of these has a 
farm or plantation with a certain maximum capacity, within which 
he can vary his output. The combined capacity of all these enter- 
prises constitutes the maximum capacity of the industry, lor the time 
being. Given time enough, this capacity could be increased or de- 
creased: more land could be brought into cotton cultivation; nujre 
equipment for ginning, baling, storing, and transporting cotton con Id 
be constructed; more labor could be persuaded to move into the 
cotton growing districts and (for those occupations where spec ial 
skill is required) trained for the work of cotton production. Or, land 
now used for growing cotton could be diverted to other crops; exist- 
ing eciuipment could wear out and some of it not be replaced; labor 
now employed in the industry c'ould withdraw therefrom. However, 
these changes cannot take place quickly, and would probably not be 
made at all unless the demand for cotton were strong enough over a 
P^i^iod to encourage permanent expansion of existing 
facilities, or weak enough to force permanent contraction. For short 
periods of time, therefore, cotton will have to be produced with what- 
ever land, equipment, and labor are already existent in the indiis- 
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try. Its capacity is fixed, but within the upper limit set by that 
capacity the output can be varied. 

Now, each of the many cotton growers will be governed by cal- 
culations similar to those of the hypothetical plantation which we 
have already examined. Each will endeavor to maximize his gains 
or minimize his losses, by pushing his output up to the point where 
his marginal costs are equal to the price prevailing. So, although 
their average costs will differ from one to another, their marginal 
costs will all be brought to the same level. By adding up the total of 
all the amounts which each would produce at each of the several 
prices which might conceivably prevail, we will have a supply sched- 
ule which is simply a schedule of marginal costs. For instance, the 
schedule of the cotton grower whose costs we have just been con- 
sidering would be as shown for producer A in the following table: 



Output 

of Typical Producers 

Total Offerings 

Price 

A 

B 

C 

of These Producers 

.05 

35,000 

10,000 

50,000 

95,000 

.10 

55,000 

17,000 

65,000 

137,000 

•15 

70,000 

30,000 

75^000 

175,000 

.20 

75’000 

32,000 

83,000 

^ 190,000 

•25 

80,000 

35,000 

90,000 

205,000 

•30 

82,000 

36 ;ooo 

95,000 

213,000 

•35 

83,000 

37,000 

97,000 

2 17,000 


In each case the output shown for this producer is derived from the 
marginal cost curve in Figure 34. The schedules of producers B and 
C are supposed to represent marginal cost calculations for two other 
cotton growers whose output and cost situations are different. The 
totals shown in the last column are the sums of the outputs of the 
three producers at each of the several prices. If we were to add to- 
gether, in the same way, the outputs which each producer in the 
industry would offer at the various prices, we would then have the 
total supply schedule for cotton. It would show what the effective 
supply would be at every possible price. From this schedule we could 
construct a supply curve. 

Let Sm in Figure 35 be such a curve (the subscript m being used 
to denote that the supply schedule in this case is based on marginal 
costs). This curve indicates that an average of 10 million pounds of 
cotton will be produced and sold yearly when the price is 7 cents, 15 
million pounds when the price is 11 cents, 17 million pounds when 
it is 13 cents, and so on, up to 25 million pounds, which is assumed 
to be the maximum capacity of the industry with its present facili- 
ties. Beyond this point the curve would rise vertically, indicating 



354 PRINCIPLES OF ECONOMICS 

that, within a short period of time, no increase in price could cause 
any further increase in production. 

If a demand schedule be now set against this schedule of marcrinal 
costs, we can readily see how the demand and supply interact for 
short periods to establish an equilibrium price. Let the heavy de- 
mand curve of Figure 35 represent the schedule of demand for cot- 
ton. It differs from the market demand curves we have previously 



Figure 35. Short-Period Equilibrium- 
The Case of Fixed Capacity. 
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month, provided they be assumed to continue in the same position 
for a period of time long enough for production to be adjusted to 

them. 

From the intersection of the demand and supply curves it is clear 
that equilibrium will prevail only when the price is 13 cents. At this 
price there is an effective demand (consumption) of 17 million 
pounds, and an effective supply (production) of the same amount. At 
any higher price, more would be produced but less would be pur- 
chased, leaving an unsold surplus to be disposed of; this surplus 
would force the price down. At any lower price, less would be pro- 
duced but more would be demanded for consumption, causing a 
shortage; this shortage would force the price up. For the time being, 

then, the only price which will keep consumption and production 
in balance is 13 cents. This may be called the short-period price. It 
is also called, by some writers, the short-period normal price. So long 
as the situation pictured continues to prevail, market prices may be 
expected to fluctuate in the neighborhood of this figure, and the 
annual output of cotton, averaging the bad years with the good, 
should approximate 17 million pounds. Were the demand very much 
smaller, such as is represented by the dotted curve Df, the short- 
period price would be only 7 cents, and the output of cotton would 
be only 10 million pounds. 

Variable Capacity and the Influence of Optimum Costs. — The 
equilibrium just described is not permanently stable. Our analysis 
of a particular firm showed that, when its marginal costs are equal 
to the selling price, it may be making either profits or losses. In the 
market as a whole the same is true. If the demand is strong in rela- 
tion to existing capacity, short-period price will be high enough to 
induce producers to push their output to a point where marginal 
costs exceed optimum costs — at least for some firms. Profits in excess 
of interest on invested savings and ordinary wages of management 
will result. Wages for hired labor are also likely to rise above wliat 
is being paid elsewhere- If this situation bids fair to continue, in- 
vestors will be led to put more funds into cotton-producing equip- 
ment, and new workers will be attracted into the industry. So, ca- 
pacity is no longer fixed; it begins to expand. When this new capacity 
becomes effective, the schedule of supply, based on marginal costs, 
will increase (the supply curve will move to the right), and price 
will tend to fall. 

On the other hand, if demand is weak in relation to existing ca- 
pacity, short-period price will be below the optimum costs — at least 
for some producers, and there will be losses. Wages will also be low 
and there may not be full-time employment for cotton workers. If 
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these "conditions are long continued, investors will be discouraged 
from putting more funds into cotton-producing equipment, and new 
labor will not be attracted into the industry. So, as existing equip- 
ment wears out and workers grow old and retire, neither will be 
fully replaced. Capacity is thereby reduced. As a result of this reduc- 
tion, the schedule of supply, based on marginal costs, will decrease 
(the supply curve will shift to the left), and price will tend to rise. 
So, in the long run, the capacity of an industry is not fixed, but 
variable; and a price based on fixed capacity is only temporary. Dia- 
grams to illustrate these conditions will be offered presently. 

What, then, is a position of stable equilibrium? It is one in which 
the price is just equal to the optimum costs of production, so that 
there are neither profits nor losses, and hence, no reason for either 
expansion or contraction. However, since the optimum costs of pro- 
duction for different producers are unequal, a price which just covers 
the costs of one may bring profits or losses to others. So long as these 
differences persist, price instability must continue, for those who are 
making profits will be likely to seek additional customers by under- 
selling their less successful rivals. Equilibrium could never be stable 
until the optimum costs of all were equal. Needless to say, such 
equality is never attained in reality; but there is a tendency toward it, 
through the leveling effects of competition. In Chapter VI it was 
pointed out that in each industry there is a size of plant and a method 
of organization which is most efficient for that industry. An enter- 
prise with such a plant and organization was said to be an optimum 
firm. We may now designate the optimum costs of such a firm as the 
optimum costs for the industry. The influence of competition tends 
to bring the costs of all producers toward this optimum, for if those 
whose costs are higher do not bring them down by adopting the 
methods of the leaders, sooner or later they are likely to be driven 
from the industry. It is to optimum costs in this sense, then, that 
prices in the long run tend to conform. This is the normal price, 
about which all other prices fluctuate. 

It follows that, in a position of normal equilibriurri, the situation 
of the individual enterprise in respect to price will be as it is shown 
in Part B of Figure 34 above. Observe that the price line PQ (which 
is both the line of demand and of marginal receipts for the individ- 
ual seller) is tangent to the average cost curve at its lowest point, 
where it is intersected by the marginal cost curve. This is the point 
of optimum costs. There is no profit or loss area. 

Since it is the object of business men to make profits, the conclu- 
sion that prices tend to be equal to costs of production may seem 
questionable. The layman might be inclined to argue that prices 
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must be far enough above costs to allow some margin of profit. How- 
ever, it must be borne in mind that we include in the term costs a 
wage of management to the enterprisers and interest on the savings 
invested by enterprisers in their own businesses. The wage is equiva- 
lent to the salary which they would be able to obtain if employed by 
others, and which, therefore, may be said to be the value of their 
labor of direction and superintendence. The interest included is 
equivalent to the earnings which they might expect from their capi- 
tal if invested in businesses with the same degree of risk as the ones 
in which they are now engaged. Business men presumably would not 
remain in business if they did not get these returns; but most persons 
would rather be earning these returns as independent enterprisers 
than as employees or inactive investors; therefore, wages of manage- 
ment and interest on investment should be suiRicient to keep them 
in business. They will take more than this if they can get it, of 
course, but there are always so many eager to take advantage of any 
opportunity to make surplus gains that if any line of business is 
offering such a surplus, more producers will come into that field, 
until the increase in production that results from this influx forces 
the price of the commodity in question to the point where it no 
longer affords any extra inducement to enterprisers. At this point, 
tbe industry is in a position of equilibrium. 

We have now reached the center of the competitive price-making 
process. We now know, not only what constitutes a normal price, 
but also what is the normal capacity and the normal output of an 
industry. A plant is working at its normal output when its average 
costs are at their optimum; the capacity of an industry is normal 
when its plants are all producing their normal output; and the price 
is normal when their combined normal outputs are in such a rela- 
tion to the demand that the price just equals the optimum costs. 

Long-Period Equilibrium. Normal Price- — Let us try to picture 
this situation in terms of demand and supply curves. This will en- 
able us to see graphically how the short-period equilibrium repre- 
sented in Figure 35 would be modified by the long-period influence 
of varying capacity. The problem is to find out how optimum costs 
behave in a whole industry, and what is their relation to the marginal 
cost schedules on which production at any given time depends. 

We know, from the behavior of costs in an individual enterprise, 
that optimum costs lie somewhere between the upper and lower ex- 
tremes of marginal costs, for a marginal cost curve always crosses tlie 
average cost curve at the optimum point. This suggests that we can 
represent production at optimum cost by a line cutting through tlte 
marginal cost curve somewhere between its two ends. Consider Fig- 
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lire 36, for instance. Here the curves Dc and Sm are the same as the 
corresponding curves of Figure 35, except that their upper ends have 
been omitted because we do not need them — they are too far re- 
moved from the position of equilibrium to be relevant to our prob- 
lem. The short-period price is 13 cents, as before, and the output, 
based on the capacity assumed to exist for the time being, is 17 
million pounds. The optimum costs are represented by the dotted 
line So. Like the curve of marginal costs, this line is a picture of a 

PRICE 
21 

19 
17- 
15 - 
(3 
It 
9 
7 
5 
3 


5 10 15 20 25 

millions of pounds 

Figure 36. Expansion of Capacity to a Posi- 
tion of Normal Equilibrium. 

supply schedule, the schedule of the average unit costs at which 
different quantities of cotton could supposedly be produced, if each 
plantation were of the optimum size and efficiency, and if it were 
producing its optimum output. 

Observe that this line slopes upward to the right, but much Jess 
steeply than the short-period supply curve. This implies that the 
optimum costs will be higher if the industry has developed the ca- 
pacity for a very large output than if its capacity were less. This will 
not always be the case, but it is typical of certain types of industry. 
Therefore we can accept it for the moment, and postpone for a little 
while further discussion of the point, as well as the consideration of 
other cases, where the optimum supply schedule has different charac- 
teristics. Taking the given schedule for granted, how does it exert its 
influence upon the price situation we have pictured? Notice that 
the short-period price of 13 cents is well above the optimum costs. 
This means that producers are enjoying unusually good profits. The 
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equilibrium is therefore unstable, for there is an inducement to ex- 
pand the facilities for cotton production. As this expansion takes 
place, the short-period supply schedule will increase (causing to 
shift to the right); for, with more capacity in the industry, a larger 
supply will now be effective at any given level of marginal costs. With 
the increase in production, price will fall, so that profits will no 
longer be as high as before- When expansion has proceeded to the 
point where the short-period curve occupies the position Sm', price 
will have fallen to the level of optimum costs (i i cents), so that there 
is no further stimulus to increase. A position of stable equilibrium 
has now been reached, where marginal demand-price, marginal costs 
and optimum costs all coincide. Observe that the three curves inter- 
sect at the same point (P), Effective demand and supply are in equi- 
librium at 20 million pounds, the price being ii cents. In the ab- 
sence of some change in the schedule of demand or in the technology 
of production, there is no reason why this price should be disturbed. 
Here, then, is a permanent or long-period equilibrium. Here is the 
normal price. 

Figure 37 shows the opposite situation, where demand is so weak 
in relation to existing capacity that the short-period price is below 
the optimum costs, causing 
losses to producers. is the 
original curve of marginal 
costs, the same as Sm in the pre- 
vious drawing- With demand as 
shown, the price is temporarily 
only 7 cents, and the output of 
cotton 10 million pounds. Be- 
cause of the losses which groov- 
ers sustain at this price, cotton- 
producing facilities would be 
gradually diminished, causing 
the marginal cost curve to re- 
cede, until it occupied the po- 
sition Sm'. With this shrinkage 
in production, price would rise 
to 9 cents (at P), where stable 
equilibrium would be reached. 

This would then be the new normal price. Normal output would be 
8 million pounds. 

The Relative Character of Short and Long Periods. — The con- 
cepts of the short and the long period, which play so important a 
part in this explanation of prices, cannot be defined in terms of 



Figure 37. Contraction of Capacity 
to a Position of Long-Period 
Equilibrium. 
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months or years, for they differ from industry to industry. What is a 
long period for one branch of production may be a short period for 
another. It all depends on the quickness with which equipment and 
labor in the particular case can respond to changing conditions of 
demand. 

In industries where the equipment employed is of a simple and 
not very durable character, and the labor not too skilled, adaptation 
may take place rather rapidly. Here the long period may be only a 
matter of a few weeks or months. In the making of certain simple 
garments, such as aprons or cheap cotton dresses, for instance, small 
establishments can be quickly set up by the renting of vacant floor 
space, the purchase of a few sewing machines, and the hiring of 
women who require very little skill to operate them. Such a business 
can be promptly disbanded if unsuccessful. In cases of this sort, the 
influence of optimum costs is fairly direct, and deviations of market 
and short-period prices from normal prices will not ordinarily be 
very great, nor persist for very long. 

On the other hand, in industries which require a great deal of 
elaborate and durable equipment and which employ highly skilled 
labor, such as railroads or coal mines, it may take years, or even dec- 
ades, for the long-period forces to work out their effects. In the whole 
of the intervening period, marginal costs which differ considerably 
from the optimum may dominate the situation. At the time this is 
written, abnormally low prices have prevailed in the bituminous 
coal industry for a whole decade, due to a decline in the schedule of 
demand for soft coal caused, partly by economies in the use of coal 
occasioned by more efficient engineering, and partly by the growing 
use of substitute fuels — erhiefly oil and natural gas. Coal mines can- 
not readily be converted to other uses, and their equipment does 
not quickly wear out. Large sums of money have been invested in 
them which cannot be recovered. Rather than lose all of this, pro- 
prietors continue to operate their mines for what they can get out of 
them, hoping that some day there will be a turn for the better. It 
is a case of a prolonged short-period price! 

In the cotton industry, which we have used mainly for illustration, 
the short period is again a relatively long one. A large geographical 
area has adjusted itself so thoroughly to this one crop that its whole 
economy — its railroads, even its cities and towns — are based upon it. 
To adjust all the institutions of our Southern states to a drastic 
change in the demand for cotton would reejuire an economic and 
social upheaval of vast proportions. Also, in this, as in most agricul- 
tural industries, the vicissitudes of the weather have so important an 
effect on the production from one year to the next that all calcula- 
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tions have to be based on averages over several years. Hence, the 
short period is of considerable duration, and the influence of opti- 
mum costs less immediate. In such cases, the deviations of market 
prices from normal prices may be marked and prolonged, and even 
the influence of the short-period factors — of marginal costs — will not 
be as apparent as it is in manufactures. Nevertheless, both the short- 
and long-period forces are at work, helping to establish the prices 
which do prevail. 

Industries of Increasing, Decreasing, and Constant Costs. — In dis- 
cussing the long-period adjustment of supply to demand, the sched- 
ule of optimum costs has so far been represented as rising gradually 
with any expansion of production. Accordingly, the line of optimum 
costs was pictured as having an upward slope. This will often be the 
situation, but in other cases the line may slope downward, or ev^en 
be horizontal. Let us consider the factors on which this depends. 

The expansion of any industry is held somewhat in check by the 
fact that the productive agents which it requires are limited in quan- 
tity. In the course of decades, more land may be made available by 
exploration and settlement, more labor may be provided by popula- 
tion growth, and more savings may be accumulated; but these can- 
not be counted on, especially in these days of disappearing frontiers 
and declining birth rates. Hence, an increase in the output of any 
one branch of production may have to be accomplished by drawing 
some of the productive agents away from other branches or by the 
more intensive use of the agents already employed, or by bringing 
into use poorer land or labor, that it has not been considered worth 
while to employ hitherto. All of these are likely to occur, and all 
tend to raise the costs of production, for the following reasons: If 
agents have to be drawn away from other uses, higher prices will have 
to be bid for them, so that the cost of employing these agents is in- 
creased, If land, labor, or equipment have to be used more inten- 
sively, the laiv of diminishing productivity is brought into play, so 
that less product is obtained per unit of agents employed, and unit 
costs are correspondingly higher. If poorer agents are brought into 
use, there is again a lower product per unit, with a correspondingly 
higher unit cost. Therefore, unless these influences are offset by some 
counteracting influence, the expansion of the industry in question 
will involve a rise in its optimum costs. The line will then have an 
upward slope. 

However, the expansion of an industry may be the means of effect- 
ing more economical methods of production, that could not be em- 
ployed if the industry were smaller. We are familiar with the prin- 
ciple that a single enterprise can sometimes produce more cheaply 
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when operating on a large than on a small scale. Something analo- 
gous can happen to a whole industry when it is organized to pro- 
duce in greater volume. Even though (as the theory of competition 
supposes) each separate establishment is of the optimum size before 
expansion begins, there may be certain economies associated with 
the growth of the industry which are shared by all who are engaged 
in it, and which reduce the costs of doing business for all of them. 
For instance, when automobile manufacture first began, each manu- 
facturer had to make his own parts in small quantities. As the work 
was unfamiliar, labor had to be specially trained for it, and costly 
experiments had to be made. Many factors of this sort contributed 
to make expenses high. In time the industry grew to the point where 
it became possible for special businesses to be established for the 
manufacture on a large scale of such parts as storage batteries, start- 
ers, distributors, carburetors, gears, and bodies. Every maker of au- 
tomobiles could obtain these parts more cheaply as a result of this 
specialization. In addition, the quality of labor was improved by the 
training of the workers to the particular skills needed by the indus- 
try. Many developments of this sort made available to manufacturers 
economies that would not have been possible were it not for the 
enormous growth of the industry. As a result, each producer enjoyed 
lower costs, so that now one can buy an excellent automobile at a 
price much lower than one would have had to pay twenty years ago 
for a car not nearly as good. Economies of the sort here described are 
known as external economies, because they arise in the industry at 
large, and are shared alike by all those engaged in the trade. 

This will distinguish them from those economies which arise only 
in those establishments which, because of their great size, are pos- 
sessed of advantages of large-scale organization not available to their 
smaller competitors- Economies of this second sort are known as 
internal economies. Internal economies may also play a part in the 
reduction of costs which comes from the expansion of an industry, 
if that expansion makes possible the use of known devices and proc- 
esses which could not be employed if the industry were smaller. An 
example of this is assembly belts, on which automobiles by the score 
are moved along while workmen attach the various parts to the 
chassis, resulting in much more efficient production. These belts 
could not have been used in the earlier stages of the industry when 
not even the largest manufacturer could find sale for as many cars as 
are produced in a single plant of Chrysler or General Motors today. 

Where economies of these kinds predominate, expansion of the 
industry will result in a decline in its optimum costs, so that the 
optimum cost line will have a downward slope. 
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In most industries, probably, tendencies to both rising and falling 
costs are at work, so that the net effect depends upon which set of 
tendencies is strong enough to outweigh the other. If the rising cost 
factors prevail, the branch of production concerned is said to be an 
industry of increasing costs; if the falling cost factors prevail, it is 
said to be an industry of decreasing costs. In some cases the two sets 
of influences may be so nicely balanced that production may expand 
or contract without any change in optimum costs, in which case the 
curve of optimum costs would be a horizontal straight line. We then 
have an industry of constant costs. Tendencies to increasing costs 
are most likely to prevail in extractive industries, such as mining, 
quarrying, and agriculture, where scarcity of mineral deposits and of 
suitable land is an important limiting factor that predominates over 
the economies of large-scale operation. Decreasing costs are most 
likely to be found in manufacturing, where economies of both the 
external and internal sort are most effective. Constant costs are most 
nearly approached in handicraft industries, where skilled labor is the 
principal agent of production employed, and natural resources and 
economies of machine processes are of little significance. 

B. Price Adjustment to Changes in the Underlying 
Conditions of Demand or Supply 

The Adjustment of Production to Changing Schedules of Demand. 
— Although the price-making influences which have so far been de- 
scribed are based in part on hypothetical assumptions which are never 
fully realized (for instance, the assumption that the costs of all pro- 
ducers are equal), they offer a very helpful approach to an under- 
standing of the behavior of prices in the actual world. This will be 
more fully appreciated if we trace the sequence of events by which 
prices react to changing conditions of demand or supply. 

Let us assume a situation in which, the price of a commodity hav- 
ing been somewhere near its normal, an increase in the demand oc- 
curs to disturb the approximate equilibrium. We may suppose that 
the cotton industry is in the position of equilibrium (P) shown in 
Figure 38. Production and consumption average 20 million pounds 
yearly, and the market price fluctuates around a normal of 1 1 cents, 
varying with the vagaries of the weather and other temporary influ- 
ences, but always about that focal position. The industry is sup- 
posed to be one of increasing costs, so that the optimum line has an 
upward slope. Now.let us imagine a marked increase in the schedule 
of demand for cotton. Such an increase might be brought about by 
the increasing use of automobiles, for whose tires and upholstexy 
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great quantities of cotton are required. It will cause the original de- 
mand curve, represented by in the drawing, to shift upward to 
the right, occupying some such position as D/. 

The first effect of such an increase tvill be to raise the market price 
to a point where considerable profits are to be made in the cotton 
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growing industry. (We can 
think of the new price as lying 
somewhere along the upper 
part of the new demand curve, 
in the vicinity of Q.) Planters 
will then be stimulated to 
grow more cotton. Existing fa- 
cilities will be worked more 
intensively and marginal costs 
wdlJ rise (as shown by the 
curve Sm)- Meanwhile, the in- 
creasing supply will cause the 


o A r o 1 market price of cotton to fall 

Figure 38. Ad,ustment of Supply to somewhat (along the line De') 
Changing Schedule of Demand in 

an Industry of Increasing Costs. ^ equilibrium be- 

tween the demand and supply is established for a short period. In the 
diagram this occurs at R, the output being then 22^4 million pounds 
and the price 14 cents. It will not pay producers to tax their present 
productive capacity any further, for it has now been pushed to its 
most profitable level. However, this price is above the optimum costs 
(indicated by So). Therefore, if the increase in the schedule of de- 


mand is permanent, the high profits prevailing will provide an in- 
centive for an increase of capacity. New facilities for the growing 
and handling of cotton will be created, causing a shift of the marginal 
cost curve to the right. As a result of these developments, there will 
be a further decline in the price, until it reaches a new position of 
stable equilibrium where marginal demand-price, marginal costs, and 
optimum costs again coincide. In the drawing this is at T, output 
being 25 million pounds and the price being 12 cents. Observe that 
the new normal price is higher than the old, because the industry is 
one of increasing costs. Market prices and yearly production should 
fluc'tuate about this new normal. Observe that the price moves suc- 
cessively from P, to Q, to R. and tlien to T, where it tends to remain 
until disturbed by some new development in the underlying con- 
ditions of demand or supply. 

Were the industry one of decreasing costs, the first effects would 
be the- same as in the example just considered (market and short- 
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period price would rise); but the ultimate eflEect would be different, 
for the new normal price would be lower than the old, because the 
expansion of the industry induced by the increased demand would 
make possible economies that would reduce the optimum cost. And 
if the industry were one of constant costs, the new normal price 
would be the same as the old, because in such an industry the opti- 
mum cost is the same for a large output as for a small one. Both these 
cases are illustrated by Figure 39, which should be self-explanatory. 
The movement of prices in each case is from P, to Q, to R, and then 
to T — the position of new long-period equilibrium. 



in Industries of Decreasing and Constant Costs. 

An industry will adjust itself to a decrease in the schedule of de- 
mand in a very similar manner. Referring to Figure 40, let Dc repre- 
sent the original schedule of demand, and So the line of optimum 
costs, as in previous cases. This time we start with equilibrium at T, 
price being 12 cents and output 25 million pounds. Now, if tlie 
schedule of demand declines to the position D/, production continu- 
ing temporarily at its old rate, the market price will fall to the vicin- 
ity of V, so that producers will suffer losses. They will minimize these 
losses by curtailing their output, thereby reducing their marginal 
costs (along the line Sm). As output declines, the market price will 
rise again, until it coincides with marginal costs at W, where a short- 
period equilibrium is reached. The price is now about 9 cents, and 
output is 22^4 million pounds. If this situation continues for a long 
period, there will be a decrease in capacity in the industry, for equip- 
ment will not be replaced as it wears out, and new labor will not 
appear to fill the thinning ranks of those already established there. 
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The marginal cost curve will then shift to the new position, S^'. Pro- 
duction will decline and price will rise, until a new stable equilib- 
rium is established at P. The norma! price will then be 1 1 cents and 
the normal output 20 million pounds. Market prices and actual pro- 
duction should average not far from these figures. Observe that the 
new normal price is lower than the old, because the shrinkage of the 

industry has relieved the pres- 
sure on the scarce agents of 
production and reduced some- 
what the force of the law of 
diminishing productivity, en- 
^0 abling the commodity to be 
produced at lower optimum 
costs. 

Observe that the drawing 
used to illustrate this case is 
,Q jg 20 25 30 same as that of Figure 38, 

MILLIONS OF POUNDS which pictured the effects of 

Figure 40. Adjustment of Supply to an increase in demand for an 
Decreasing Schedules of Demand in industry of increasing costs. 

an Industry of Increasing Costs. ‘he sequence of 

the movements of demand, 

short-period supply, and prices, is reversed. The first drawing would 
have illustrated the case of a decreasing schedule of demand just as 
well as the second, if we had read it backward.^ Therefore, we do not 



need to draw new diagrams to show how supply adjusts itself to de- 
creasing schedules of demand in industries of decreasing and constant 
costs — we can use the drawings of Figure 39. We now suppose that De' 
represents the original demand in both cases, and Do the new (de- 
creased) demand. Sn/ is the original marginal cost curve and Sm the new 
curve, after supply is adjusted to the new demand. Normal equilib- 
rium at the beginning of the problem is at T. When the schedule of 
demand decreases, market prices drop to the vicinity of V. Producers 
then curtail their output, so that the short-period price settles at W. 
Eventually capacity is reduced, so that the short-period supply curve 
shifts to the left, until a new normal price is established at P. In both 
these c ases, then, the sequence of prices is from T, to V, to W, and then 
to P. Observe that in the case ol constant costs, the new normal price is 


1 However, it will not alway.s be possible to read backwards a line of increasing 
opittnuni (osts: tor, m an extractive industry like petroleum or mining, mineral deposits 
once removed from the soil can never be replaced- Therefore, if costs have risen with 
the growth ol the industry through the years, due to the exhaustion of the richer and 
more access! tile deposits, a decline in the schedule of demand may not bring the costs 
back to the low hgures that formerly prevailed. This case is difficult to distinguish from 
the case of an upward shifting line of optimum costs, shown in Figure 41. 
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the same as before, because optimum costs have not changed; but in 
the case of decreasing costs, the new normal price is higher than tlie 
old, because, now that the industry is smaller than it was, the econo- 
mies which were dependent on the large scale of operations which 
the industry had reached can no longer be maintained, so that opti- 
mum costs will be higher than before. 

It is interesting to note that the first effect of an increase in the 
schedule of demand in every industry is always to raise the price, and 
of a decrease in the schedule of demand to lower it; but in an in- 
dustry of decreasing costs, an increased demand tends ultimately to 
lower the price, and a decreased demand tends ultimately to raise it. 

The Effects of Changes in the Basic Conditions of Production. — 
The foregoing section shows how prices will be affected when, the 
underlying conditions of supply being given, production is adjusted 
to changing schedules of demand. We have so far been concerned 
only with those changes in supply schedules which are induced by 
changes in demand. In all these cases, the schedule of optimum costs 
has been assumed to be fixed. But the underlying conditions of 
supply can change, irrespective of the state of the demand, and in 
this event optimum cost schedules will shift, while schedules of de- 
mand remain fixed. Let us consider some of these possibilities, and 
trace their effects upon prices. 

The most important single influence which may alter the under- 
lying conditions of supply is a change in the arts of production. In a 
progressive economy the general effect of this factor is to exert a 
downward pressure upon costs. Scientific research is continually re- 
vealing new processes, new ways of doing things which are more 
economical than the old. Synthetic products which can be cheaply 
produced may be substituted for expensive natural raw materials. 
Chemical discoveries may improve the efficiency with which metals 
can be extracted from their ores. Improved design may permit lighter 
and hence less costly construction (e.g., of automobiles). New fuels 
may be developed. Mechanical inventions may be devised w^hich 
greatly increase output, per unit of labor and other productive agents 
employed. As these changes become effective in an industry, mar- 
ginal and average cost schedules both move downward (regardless of 
what is happening to demand) and a new optimum cost schedule is 
establislied, lower than the old. Normal price accordingly falls. 

Another circumstance tending to reduce optimum cost schedules 
may be a decrease in the price of an agent of production used in a 
given industry. For instance, an influx of immigrants into a country 
may lower the wages of unskilled labor, and so reduce costs of those 
branches of production where much common labor is employed. A 
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permanent fall in the rate of interest would lower costs appreciably 
for those industries in which much expensive equipment is used. 

These cases are illustrated by Figure 41. Here Dc represents the 
schedule of demand, which is assumed to remain unchanged through- 
out the period under consideration. So is the original curve of op- 
timum costs, and So' the new 


Y 



Figure 41. Effect on Normal Price 
of a Shift in the Schedule of 


curve.- The marginal cost 
curve Sxn (here sketched in 
lightly in order to emphasize 
the controlling influence of 
optimum costs) likewise 
moves downward to S^'. Nor- 
mal price decreases from P 
to Q. 

This case is often confused 
with the case of decreasing 
costs which we previously 
discussed, and which was pic- 
tured in Figure 39, Part A. 
There we were concerned 


Optimum Costs. with a tendency for opti- 

mum costs to decline be- 
cause of economies made possible by the expansion of an industry. 
These economies were not the result of new scientific discoveries 
or inventions, but came about because, with a larger output, the 
industry could make use of techniques already known, but which 
could not be employed so long as the industry had to operate on a 
smaller scale. These economies would be lost if the industry had 
to contract. They were thus dependent on the strength of the sche- 
dule of demand. Because they represented the lower supply-prices 
which would prevail for large outputs, they could be represented as 
shifting points on a single optimum cost curve. The reduction in 
costs with which we are now concerned is not dependent on the scale 
of operation of the industry, nor on the state of the demand. It con- 
sists in a shifting of the whole schedule of optimum costs brought 
about by a change in industrial knowledge. The cheaper methods 
Will not be lost if the industry has to contract. Hence they must be 
pictured by a shifting of the optimum cost curve to a lower level. 
The first case involves an increase in the effective supply, without 
any change in the long-run supply schedule; the second case involves 
a change in the schedule. 


horizontal. In each case the gen- 
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It is also possible for the schedule of optimum costs to shift up- 
ward, thereby raising normal price; but in a progressive economy 
this is less likely to happen than the case we have just considered. We 
do not often lose the advantages of scientific discoveries and new in- 
ventions, once they have become part of our civilization. However, 
events may happen which will raise the prices of certain agents of 
production, and so force optimum costs upward in particular indus- 
tries. The prohibition of child labor no doubt increased the costs 
of manufacture in the cotton mills of the South, where a great deal 
of child labor was formerly employed. A permanent rise in the rate 
of interest would increase the cost of obtaining equipment, and so 
tend to force optimum costs upu^ard in manufacturing industries. 
Other examples will no doubt occur to the reader. 

These cases can also be represented by Figure 41, if it be read in 
reverse order. Let So' now represent the original schedule of optimum 
costs, which is then forced upward to the position So. Marginal costs 
move with it from S^' to S^. Normal price, which was at Q, rises to P. 

Market, Short- and Long-Period Price Movements Combined. — 
Early in the second chapter preceding, certain characteristics of com- 
modity price movements were described. The prices of a number 
of products, including cotton, wheat, cocoa, iron, rubber, and other 
common raw materials, were, there observed to be constantly chang- 
ing, but changing within a more or less clearly defined area, the 
general position of which was itself seen in each case to be moving 
slowly over a period of years. Our subsequent analysis revealed the 
basic causes of this behavior. It showed that some of these causes are 
slow in working out their effects, others more rapid. Therefore the 
competitive price-making process was divided into three parts, which 
were designated as market equilibrium, short-period equilibrium, 
and long-period (or normal) equilibrium, respectively. The long- 
period, or normal, price depends on the adjustment of productive 
capacity to demand; but since capacity cannot be altered quickly 
enough to keep pace with the eddying currents of our dynamic 
world, the adjustment is seldom, if ever perfect. This being the case, 
supply must be adjusted to demand temporarily on the basis of what 
capacity there is. So, the price moves for short periods, now above, 
now below, the normal, guided by marginal costs. But even this ad- 
justment requires changes in the output of producing establishments 
which are not rapid enough to respond instantly to the vagaries of 
the day-to-day market. Therefore, market prices move up and down 
around the position of short-period equilibrium, depending on the 
relation of the day’s demand to the stock of the commodity already 
in existence or nearly ready for the market — that is, on the supply 
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which is “visible,’* or “in sight.” So, market prices fluctuate about 
short-period prices, and the latter, in turn, fluctuate about long- 
period or normal prices. The last-named are thus the center, or focus, 
about which all other prices move — ^and this center itself in each case 
is slowly moving, as the various influences of shifting consumption 
and production schedules exert their effects through the years. Since 
all of these influences are constantly operating, the price actually 
prevailing for any commodity at a given moment is a resultant of all 
of them. The location of the general area within which its price 
moves is determined by the long-period forces, but the range of its 
movement, and its actual position within that area, depend on the 
short-period and market factors. 

The Influence of Costs is Prospective, Not Retrospective. — In all 
the . foregoing analysis, a great deal of emphasis has been placed on 
the influence of production costs upon prices. It must not be in- 
ferred from this that current prices depend mainly on past costs. The 
influence of costs upon prices works forward into the future rather 
than backward into the past. Enterprisers base their policies on the 
prices they expect to get and the costs they expect to incur, rather 
than on the prices and costs that formerly prevailed. Hence, the 
maintenance of a correspondence between prices and costs depends 
upon the correctness of these forecasts. If the forecasts have been 
faulty, the prices may be out of line with the costs; for when a com- 
modity has once been produced, it must be sold for what it will bring 
on the market, regardless of what it may have cost to produce it. 
This is one of the chief reasons for the deviation of market from nor- 
mal prices. However, in determining their future policy, producers 
are guided by their past experiences. If prices have recently been 
running below costs, in the absence of any reason to suppose that 
demand will increase or costs will fall, enterprisers will produce less 
in the immediate future, so that supply and demand may be brought 
into closer correspondence; prices will then rise until costs are met. 
Or, if prices have been above costs, and producers have reason to 
believe that this condition will continue, they are likely to increase 
their output of the affected commodities until prices fall to costs 
again. It is in this way, by constant trial and error, that the influence 
of costs upon prices is effected. 

In spite of the abstract assumptions with which the analysis l>e- 
gan, we have now developed a dynamic explanation of prices which 
takes account of the ever-changing character of economic life, and 
which makes it possible to account for most types of price behavior 
that are likely to occur in competitive markets. We have yet to con- 
sider, however, what happens when a mixture of monopolistic and 



PURE AND MONOPOLISTIC COMPETITION 371 

competitive conditions prevails, and we have still to introduce cer- 
tain refinements to allow for the connections that may exist between 
the prices of different commodities. These problems will constitute 
the subject-matter of what follows. 

C. The Case of Monopolistic Competition 

Monopolistic Competition Distinguished from Pure Monopoly 
and Pure Competition. — We have now considered two broad types 
of price situation — pure monopoly and pure competition. While 
conditions approximating these two types of cases can be identified 
in the actual world, there is very often a situation which lies some- 
where between them. In this no-man’s-land of pricing, there are two 
or more producers competing with each other (so that it is not a case 
of pure monopoly), but the conditions necessary for the maintenance 
of pure competition are not fully realized. Those conditions were 
set forth at the beginning of this chapter, where it was stated that 
pure competition exists “when there are so many sellers of an identi- 
cal commodity that the entire amount contributed to the supply by 
any one of them is too small a portion of the total to have any ap- 
preciable influence on the price.” According to this statement, there 
are two criteria of pure competition: (1) There must be so many 
sellers that no one of them controls a portion of the supply large 
enough to have any significant influence on the price, and (2) they 
must all be offering identically the same commodity. It follows that 
pure competition is departed from: (i)^if the number of sellers is 
small enough so that the output of any one of them does have an ap- 
preciable influence on the price, or (2) if they are producing similar, 
but not identical, commodities. The term monopolistic competition 
is used to cover both of these cases. Some writers prefer the term 
imperfect competition. 

Oligopoly and Product Differentiation. — Monopolistic competi- 
tion is subdivided into two general classes, depending on which of the 
two conditions just mentioned prevails. 

The first of these is known as oligopoly. This may be defined as 
the condition in which a good is supplied by a small number of pro- 
ducerSj but rvithout definite agreement concerning prices or outputs. 
(If there is definite agreement, the case is one of pure monopoly.) 
This is a not infrequent state of affairs. In the manufacture of steel 
rails, gasoline, and raw copper, for instance, a few large producers 
dominate the scene. The same is true of many mineral products, 
such as pitchblende and certain varieties of marble, which can only 
be obtained from a few natural deposits. In cases of this kind, al- 
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though there may be no monopolistic agreement among the several 
producers, the position of each is very different from that of a small 
farmer who contributes only a few bales of cotton or bushels of 
grain to a total crop of many millions. Each of the oligopolists knows 
that his policy will have some effect on the price of the product and 
on the actions of his competitors; hence his calculations will not be 
the same as those of the farmer. We will consider this case more fully 
in the following section. 

The second type of monopolistic competition is known as product 
differentiation. It arises when, though there may be many producers, 
there is some difference in the products or services contributed by 
each, so that customers may prefer the one to the other. Safety razors, 
for instance, are pretty much alike, yet each has some little feature 
of its own which makes it slightly different from the others. Some 
users prefer this brand, some that. There are many similar instances 
of manufactured goods which contribute to the same purpose and 
are therefore competitive, yet which differ in details of construction, 
so that the competition is modified by the fact that one is supposedly 
or actually better adapted to the needs of users than another. Type- 
writers, fountain pens, cameras, and electric refrigerators are further 
illustrations. Sometimes the differences rest on patents (e.g., noise- 
less typewriters), so that the superior qualities of the one cannot be 
imitated by its competitors. Or, advertising of the “accept no other” 
variety may build up in the minds of customers a belief that products 
of one brand are better than those of another, thus giving the ad- 
vertiser a slightly more favorable position than his competitors. The 
protection of trademarks given by our government encourages this 
type of differentiation. Sometimes certain sellers will offer special 
inducements not offered by their competitors. The retail store that 
has a liberal credit policy, which permits its customers to carry charge 
accounts and defer their payments, may enjoy an advantage over the 
cash merchant. The store which delivers its goods to the homes of 
its customers may have a similar advantage over the one which does 
not. Mere reputation for fair dealing and good merchandise may 
build up that intangible asset, known as “good will,” to such an 
extent that it gives the favored merchant a price advantage. All 
these cases are described as product differentiation, because the 
products or services of the supposed competitors differ sufficiently 
to make possible some differences in the prices charged, and often 
prices somewhat higher than would prevail under conditions of 
more perfect competition. We shall consider this case more fully 
after the analysis of oligopoly. 

Product differentiation and oligopoly often go hand in hand. 
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causing a situation which may be described as differential oligopoly. 
Most modern manufacturing requires rather large-scale establish- 
ments. The result is that relatively tew enterprises — a dozen, a score, 
or perhaps a hundred — sufiice to meet the demands for the goods. 
The market is not great enough to require the hundreds or thou- 
sands of establishments which would make the industry purely com- 
petitive. For instance, according to the Census of Manufactures, 
there were in this country in 1937 only 3 linoleum factories, 12 loco- 
motive-building establishments, 25 smoking-pipe factories, 34 ciga- 
rette factories, 38 piano factories, 55 wool carpet and rug mills, and 
a long list of other industries, the number of establishments in which 
did not exceed 100. In all of these there is, therefore, a situation of 
oligopoly. Yet in all of them there is also product differentiation. 
There are differences in the composition and patterns of the lino- 
leums produced by different manufacturers, in the qualities of the 
pianos made in different factories, in the tobacco mixtures used in 
different cigarettes, and so on. Therefore, in interpreting the price 
situations which may be met with in such industries, the student 
must realize that the principles of both oligopoly and product dif- 
ferentiation, which are about to be explained, may have to be 
brought to bear upon the problem. 

Having now discussed the nature of monopolistic competition in 
general terms, let us proceed to the details of price-fixing under the 
conditions described. 

Prices Under Conditions of Oligopoly. — I.et us suppose that a 
new and exquisite gem has been discovered, of which there is at first 
only one known deposit, so that its owner enjoys a complete monop- 
oly of its production. We may assume that, by experimentation, he 
finds that he reaps his greatest profit when he prices his precious 
stones at $500 per carat, and that the price is held at this figure, al- 
though his average costs are only $100. Now let another deposit of 
this gem be discovered, which is controlled by a competing pro- 
ducer. The case will then be an oligopoly of two sellers (or duopoly, 
as this case is sometimes called). To simplify the problem, we may 
suppose that the average costs of the new producer are also ^loo. 
What will determine the price under these conditions? 

The case is illustrated by Figure 42. Here Dc represents the sched- 
ule of consumptive demand for the gems, RCa the average costs per 
carat for both producers. These are assumed to be constant, regard- 
less of output, in order to avoid unnecessary complexity. W^e start 
with the price at $500, the quantity sold being 5,000 carats annually. 
The profit at this price is $400 per carat, or §2,000,000 in all; this 
is represented by the shaded area SPQR. So long as there is only one 
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producer, he enjoys this profit alone, but this situation is altered 
by the entrance of the second producer. Suppose that the latter ac- 
cepts the prevailing price, and sells his gems, too, at $500. Then total 
sales will remain at 5,000, and the profit will be divided between 
them. If each obtains an equal share of the business, each will be 
selling 2.500 carats, and making profits of $1,000,000. This is shown 
by the vertical dashed line, dividing the profit area into two parts. 
But now it will pay either one of the producers to cut the price, 
hoping thereby to draw customers away from his rival and increase 
his total profits. For instance, if one of them offers the gems at $400 



Figure 42. An Oligopoly Price Situation. 


(the other keeping his temporarily at $500), all the buyers will pre- 
sumably give their patronage to the price cutter. According to the 
diagram, he will sell about 6,500 carats, reaping a profit of $goo 
per carat, or $1,950,000 in all — nearly twice as inucli as he, individu- 
ally, was making before. This is shown by the shaded area TVWR. 
But this is a game at which two can play. The first producer will not 
sit idly by and let all the business go to his competitor. He is likely 
to retaliate by cutting his price below $400. Then all the business 
will go to him, at the expense of the original price cutter. 

It is possible for this process of competitive price cutting to go 
on until the price has fallen to $100, where profits disappear for both 
of them. It may go even lower, if one of them feels that his financial 
resources are strong enough for him to endure losses for a time, in 
the hope of putting his rival out of business. But il the two producers 
are nearly equal in strength, they may decide that there is no sense 
in continuing the competition, and will come to an agTcement. The 
case is then no longer one of oligopoly — it has become a pure mo- 
nopoly. Or, without any formal agreement, each may decide, inde- 
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pendently, that his wisest course is to pursue a policy of “live and 
let live,” by refraining from price competition. The resulting price 
is likely to be somewhat close to the pure monopoly figure. 

The general conclusion to be reached from this analysis is, that 
the price prevailing under oligopoly conditions may vary anywhere 
from the point which might be expected under pure competition to 
that which would prevail under pure monopoly. Unlike the theories 
of pure monopoly and pure competitive price, which give a definite 
point at which the market forces come to a focus, the theory of 
oligopoly price gives us the two extremes within which the price may 
be expected to lie. Which extreme is more likely to be approached 
depends, in considerable degree, upon the number of sellers there 
are in the industry. If there are only a few producers, each is apt to 
be more conscious of the policies of the others, and to be more fear- 
ful of the consequences of retaliation, than if there are many. Not 
infrequently, there will be one large producer who stands out among 
his smaller competitors as the acknowledged leader of the industry. 
In this case, it may be the general policy to allow him to set the 
price, and the others will adhere to it. Each will then adjust his out- 
put to the price fixed by the leader so as to maximize his profits, 
following the general rule of policy with which we are already famil- 
iar. The price set by the leader will usually be high enough to allow 
profits for all those who are already established, but it may fall short 
of the pure monopoly price, for fear of attracting new competitors 
into the industry. On the other hand, where the number of pro- 
ducers is fairly large, these restraints are less likely to be operative, 
and conditions more nearly resembling those of pure competition 
are likely to prevail. The oligopoly price will then be at or near 
the competitive level. 

Prices under Conditions of Product Differentiation. — Where 
there are some differences in the products of different producers, 
each seller has a clientele which prefers his goods to those of his 
competitors. Nevertheless, he has to reckon with the fact that there 
are other products very much like his, to which his customers may 
turn if they have sufficient incentive to do so. Too high a price for 
his goods may constitute such an incentive. Their preference for his 
product may be strong enough for him to get a little more than his 
competitors, but not much more. Thus, while his position is some- 
what like that of a monopolist, in that he is the sole producer of 
the exact product which he offers for sale, it differs from that of 
the monopolist, in that the demand for his product is so extremely 
elastic that the limits within which he may vary his price are rather 
narrow. His position resembles the purely competitive one also in 
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that his demand curve is nearly horizontal, but it differs in that it 
slopes slightly (as in Figure 43). 

Let us take the case of safety razors for illustration. Although there 
is some competition among the producers of different makes of this 
article, each has certain patented features and exclusive designs 
which cannot be exactly duplicated by any of the others, and which 
are represented in advertising as very advantageous. Customers, in- 
fluenced partly by this advertising, or perhaps by their own expe- 



Figure 43. Price Under Conditions of Product Differentiation. 


rience, have their particular preferences. Let the situation of one 
manufacturer be represented by Figure 43. We may suppose that 
his position at a particular time is that shown in Part A of the draw- 
ing. Here C^ denotes his average costs of production. These are at 
their minimum of fi.90 when his output is about 4,500 units. We 
know that, under conditions of pure competition, his demand curve 
would be a horizontal straight line tangent to the cost curve at this 
point, and the price would normally be at that figure. However, the 
demand schedule (Dc) for his razors is tipped slightly away from 
the horizontal, and lies somewhat above the average cost curve for 
part of its length. Following the general rule of policy, that his great- 
est advantage is obtained by fixing the price at the point where his 
marginal receipts equal his marginal costs, he charges $2.50 for Ins 
razors and produces and sells only 4,200. Thereby he reaps a fairly 
good profit, represented by the shaded area. 

It the razors of this manufacturer have advantages which cannot be 
met by his competitors, this profit may continue. The case is then 
almost the same as pure monopoly. However, other makers of razors 
will do all they can to encroach on his position, by improving their 
products or by clever advertising, li they succeed, he will lose business 
to them, and his demand schedule will shift downward. It tends to 



PURE AND MONOPOLISTIC COMPETITION 377 

approach the position shown in Part B of the drawing, where it has 
come to rest just tangent to the cost curve. Here he sells only 4,000 
razors, getting a price of only $2,00, which just covers his costs for that 
output. If competition is keen enough, all producers may be driven 
into a similar position. The industry is then in a sort of equilibrium, 
where there are no profits to attract newcomers, and no losses to drive 
out present producers. But few industries remain so stabilized; the 
picture is ever changing, with some making profits, while others are 
less fortunate. 

It is to be observed in the drawing that the firm is operating at less 
than optimum capacity, and its costs are above the optimum. This is 
due to the fact that competition tends to force the demand curve 
towards its point of tangency with the average cost curve, and so long 
as the demand curve is sloping, this point must lie somewhat to the 
left of the optimum. Price therefore remains slightly higher than it 
would be under pure competition, even though producers are making 
no profit. 

From all this we may conclude that, under conditions of mo- 
nopolistic competition with product differentiation, prices may difiEer 
slightly among the severat producers, and the latter may or may not 
receive an element of monopolistic profit; prices may exceed or be 
equal to costs; they will be lower than under pure monopoly and 
higher than pnder pure competition. 

Pure Monopoly, Pure Competition, and Monopolistic Competi- 
tion Contrasted. — It will be instructive at this point to compare 
the three broad types of price determination which we have so far 
considered, namely: pure monopoly, pure competition, and mo- 
nopolistic competition. We can do this best by contrasting the posi- 
tion of the individual firm in each of the three cases. Such a contrast 
is presented in Figure 44. Part A represents the case of pure monop- 



Figure 44. Pure Monopoly, Pure Competition, and Monopolistic 

Competition. 
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oly. Part B that of pure competition, and Part C that of monopolistic 
competition where there is product differentiation. Xhe average and 
marginal cost curves in the three drawings are identical, because it. 
is not in respect to costs that these three cases differ, but in respect 
to the demand schedules for the products of the individual producers. 
Therefore, the demand curves are different. In the case of pure 
monopoly, the demand curve has considerable slope and lies well 
above the cost curve in part of its length, thereby affording a sub- 
stantial profit (shown by the shaded area) to the monopolist. Output 
is considerably below the optimum, and costs somewhat above the 
optimum level. In the case of pure competition, the demand curve 
is a horizontal straight line, tangent to the curve of average costs 
at its optimum point, and it is identical with the marginal receipts 
curve. The plant is operated at its optimum output, and the price 
is equal to optimum costs. There are no profits. In the case of 
monopolistic competition, the demand curve is tipped slightly away 
from the horizontal, and it tends toward a position of tangency to 
the curve of average costs, although it might lie slightly above it. 
Price is equal to, or somewhat above, average costs, but slightly 
higher than optimum costs, and output is slightly less than optimum. 
These three cases sum up concisely the basic elements of the pricing 
process. 

Class Price. — It will be recalled that a demand schedule is made 
up of a series of price offers of different buyers. There are always 
some who are willing to pay more for a given article than others. 
Where pure competition prevails they nevertheless all pay the same, 
according to the law of one price. However, if competition is im- 
pure, or complete monopoly prevails, it is possible to charge differ- 
ent prices to different buyers. This enables the seller to take ad- 
vantage of the high prices that a few customers will pay, at the same 
time that he reaps the benefit of a large volume of sales at a lower 
price to other buyers. This phenomenon is known as class price, be- 
cause the price charged is adjusted to different classes of buyers. 

Not only where there is monopoly, but in some cases even with 
competition, class prices can prevail, if buyers are not well inforn^ed 
as to products and prevailing market prices, or it a clever ruse is 
employed to deceive the purchaser, or if long custom has sanctioned 
the practice. A few examples will make the matter more clear. Physi- 
cians commonly charge wealthy patients more than poor ones. Tins 
can be done because usually one patron does not know the amount 
of another patron’s bill, and because custom has established it as an 
approved policy. The publisher of a copyrighted book, such as a 
popular novel, first puts it on the market at a high price, until as 



PURE AND MONOPOLISTIC COMPETITION 379 

many eager buyers as can be induced to pay this figure have bought 
it; then a later edition is sold at a much lower sum, and further sales 
result. The first edition brings in a handsome profit; the second a 
more moderate return. In this case the class price is made possible 
by the fact that the two editions are sold at different times. Occa- 
sionally, two different prices for a good may be charged at the same 
time by disguising the higher-priced article so as to make it seem 
more desirable. For instance, the same grade of candy, put up in an 
elaborate package, may be made to appear of much higher quality 
than when offered in less attractive form, and will bring a higher 
price. 

Figure 45 illustrates this phenomenon in diagram form. We may 
suppose this to represent the case of a handsomely illustrated book 
which can be sold at a high 
price to a limited number 
of buyers, but which could 
be marketed in much larger 
quantities if the price were 
sufficiently low. If the pub- 
lisher fixes the price at 
S4.00, he can sell only 10,- 
000 copies, bringing in a 
gross return of $40,000. His 
average costs for this out- 
put would be $1.80 per 
copy, making his total costs 
$18,000. His gross profit would then be $22,000. On the other hand, 
if he fixes a price of $2.00, his sales will be 20,000 copies, and he will 
have the advantage of lower unit costs, for at 20,000 his costs reach 
their optimum of $1.00. But this policy would not be as profitable 
as the other, for the difference between total costs ($20,000) and total 
receipts ($40,000) would be only $20,000, which is less than before. 
He decides to take advantage of the high price at which some copies 
can be sold by offering a de luxe edition at $4,00, and at the same 
time to reach the under market by offering a popular-priced edi- 
tion at $2.00. In this way he is able to reduce his unit costs for both 
editions to $1.00 (plus 20 cents extra for the superior paper and bind- 
ing of the de luxe edition, represented by the double shaded area 
in the diagram). He sells 10,000 of the higher-priced volumes at a 
profit of $2.80 per volume, or $28,000 in all, and another 10,000 of 
the popular-priced edition at a profit of $1.00 per volume, bringing 
the grand total of profits to $38,000. These profits are shown by the 
lightly shaded areas in the drawing. 
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The phenomenon of class price must be added to the exceptions 
to the law of one price, which were mentioned in a preceding chap- 
ter- Here we are making another departure from the rigorous assump- 
tions with which our analysis of prices began. While this departure 
makes the explanation of prices less precise, it is in closer accordance 
with reality. It has already been pointed out that exceptions to the 
law are more likely to occur in retail than in wholesale markets. 
Nevertheless, there are limits to the deviations ivhich the circum- 
stances of economic life permit. If the normal price of a pound of 
candy of a certain grade is 8o cents, the actual price to some custom- 
ers may be 6o cents and to others one dollar, according to the type 
of package and the circumstances of its sale, but the range is not 
likely to be so great as from 25 cents to 10 dollars. 

Discrimination in the prices charged to different buyers, in the 
attempt of producers to profit by the opportunities offered by class- 
price policies, sometimes constitutes a serious problem of justice, 
which leads to governmental regulation. 

Market, Short- and Long-Period Prices under Monopolistic Com- 
petition. — Our discussion of competitive prices revealed the ex- 
istence of three types of price fluctuations — those of the day-to-day 
market, those of short periods during which capacity is fixed, and 
those of longer periods in which capacity can be varied- Short-period 
prices were shown to fluctuate about long-period normal prices, and 
market prices about the position of short-period equilibrium. Some- 
what similar considerations apply to prices fixed under conditions of 
pure monopoly and monopolistic competition; but they apply only 
in part, because, while schedules of demand may shift just as readily 
in the one case as in the other, the response of sellers to these changes 
is not so spontaneous when monopolistic elements are present. Prices 
are less likely to move up and down irregularly from day to day; 
they are more likely to be held at fixed points for considerable pe- 
riods of time. However, permanent shifts in the underlying condi- 
tions of demand or supply must eventually bring responsive changes 
in prices, and these changes will be governed by the same funda- 
mental factors that work under competitive conditions. That is. if 
demand schedules rise, marginal receipts curves will rise with them, 
and producers will find it advantageous to seek the new point of 
equality between marginal receipts and marginal costs. Sooner or 
later, therefore, a price readjustment is likely to be brought about. 
If the prices of factors of production change, or technological im- 
provements bring a lowering of schedules of costs, these too will 
bring price readjustments. And it will also be true that changes in 
schedules of demand must necessarily be met for sliort periods by 
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increasing output within the limits of existing capacity, whereas, in 
the long run, capacity is likely to be increased oi' decreased, as the 
case may be. In all of these adjustments, the general rule of policy, 
that producers tend to equate their marginal costs with their mar- 
ginal receipts, may be expected to hold. Moreover, it seems probable 
that, in the long run, there is a tendency for monopolistic enterprises 
to develop plants of the optimum size for their industry. This would 
be only common sense for a pure monopolist, because, if he has oc- 
casion to build a new plant at all, he will naturally want to build 
the most efficient one that is possible, and where conditions of 
monopolistic competition prevail, there may be enough of the com- 
petitive element to compel it. Unlike the case of pure competition, 
however, there is no tendency for prices in the long run to come to 
equality with optimum costs. Under conditions of either pure mo- 
nopoly or monopolistic competition, prices must always be expected 
to lie somewhat above the optimum cost figure. 

The diagrams which we have used to illustrate monopolistic com- 
petition are based on the assumption that we are dealing with given 
schedules of demand and given plant capacities, whether of the op- 
timum size or not. The student should now be sufficiently at ease 
in the use of demand and supply curves to be able to work out for 
himself the changes in price that might be expected to result from 
alterations in these schedules of demand and of costs. Therefore, it 
is not necessary to develop these cases in further detail. 

Summary 

In this chapter we have considered the process of price determina- 
tion under conditions of pure competition and of monopolistic com- 
petition. 

Pure competition exists when there are so many sellers of an 
identical commodity that the entire amount contributed to the 
supply by any one of them is too small a portion of the total to have 
any appreciable influence on the price. Under this condition the 
demand schedule for the output of an individual producer is a hori- 
zontal straight line, fixed at the level of the prevailing price, and 
the marginal receipts curve is coincident with this line. Hence, the 
general rule of policy (that it is advantageous to equate marginal 
receipts and marginal costs) means, in this case, that each producer 
will control his output so that his marginal costs equal the prevail- 
ing price. Since each producer follows this practice, the supply 
schedule for the whole market, over short periods during which 
capacity is fixed, will be based upon marginal costs. If a schedule of 
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consumptive demand is set against this schedule of marginal costs, 
an equilibrium price is found at their point of intersection, where 
effective demand and effective supply are equal. This point marks 
the short-period price. Over longer periods, if price is above (or be- 
low) the optimum costs of an optimum firm, productive capacity will 
be increased by expansion (or decreased by contraction) of equip- 
ment and labor in the affected industry. This causes schedules of 
marginal costs to shift until a position of equilibrium is reached 
where curves of consumptive demand, marginal costs, and optimum 
costs all coincide. This is the point of long-period equilibrium, or 
normal price. The short and long periods here referred to are purely 
relative; what is a short period for one industry may be a long 
period for another. How long these changes require depends on the 
nature of the particular industry in question. Schedules (and curves) 
of marginal costs always have an upward slope, but optimum cost 
schedules may have an upward, horizontal, or downward slope, de- 
pending on whether the industry is one of increasing, constant, , or 
decreasing costs. 

An increase in the schedule of demand for a commodity tends to 
cause a sharp rise in its market price, followed for a short period by 
a decline to the position of equilibrium between the new schedule 
of demand and the schedule of marginal costs; in the long run, 
capacity will expand until price falls to the position of optimuni 
costs. A decrease in the schedule of demand leads to a fall in the 
market price, followed for a short period by a rise to the new posi- 
tion of equilibrium between demand and marginal costs; in the 
long run, decreasing capacity will cause the price to rise to the new 
level of optimum costs. In both of these cases, the new long-period 
price may be higher or lower than the original price, depending on 
whether the industry is one of increasing, decreasing, or constant 
costs. Where schedules of optimum costs are lowered by improve- 
ments of technology or by a decline in the prices of productive agents, 
new (and lower) normal prices are established at the new point of 
ec^uilibrium between schedules of demand, marginal and optimum 
costs. Increases in optimum costs are less usual, but when they occur 
will work in the opposite direction. The behavior of any price in 
competitive markets is a resultant of all the forces which Iiave been 
described; market prices fluctuate about the point of short-pericKl 
equilibrium, and this point, in turn, fluctuates about the position of 
long-period, or normal, equilibrium. In all of this analysis, the in- 
fluence of costs is prospective, rather than retrospective; past costs 
are significant only as a basis for future expectations. 

Monopolistic competition prevails either where the number of sell- 



PURE AND MONOPOLISTIC COMPETITION 3% 

ers is so small that the output of each one of them has an appreciable 
influence on the price (oligopoly), or where there is a difference 
among the products of the competitors, so that consumers may prefer 
one to another (product differentiation). Where there is oligopoly, 
the price may lie anywhere between the normal price of pure compe- 
tition and the maximum price of pure monopoly, depending on 
whether the number of oligopolists is relatively many or few. Where 
tliere is product differentiation, each seller adjusts his output to the 
demand for his individual product on the same principle as a mo- 
nopoly, but since the demand curve is not tipped very far from the 
horizontal, the price will usually be not far above that which would 
prevail under pure competition. If the competitive influences are 
strong enough, the demand curve for a particular seller may be 
forced to a position of tangency to his curve of average costs, at a 
point somewhat above the optimum; price will then be equal to costs, 
and there will be no monopolistic profit. Some monopolistic con- 
ditions permit producers to charge different prices for the same com- 
modity in the same market by making slight variations in the qual- 
ity or appearance of the product. This is known as class price. Tliere 
are some differences between market, short- and long-period prices 
in cases of monopoly and monopolistic competition, but prices may 
not fluctuate as much as under conditions of pure competition. 
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Chapter XVI 


INTERRELATED PRICES AND THE 
PRICE SYSTEM 


A. Interrelated Prices 

Prices are Interrelated. — So far we have confined our analysis 
of the pricing process to one price at a time, as though the price of 
a given commodity were determined independently ol all other com- 
modities, so that it might be viewed as an isolated phenomenon. It 
was stated in Chaptjer XIII, however, that this is an oversimplifica- 
tion of the real world, that we must eventually take account of ihe 
fact that prices are interrelated. Sometimes there is an especially close 
relationship between the prices of certain commodities or groups of 
commodities. This is most likely to be true when they are joined 
together in use (as in the case of newsprint paper and printer’s ink), 
or where they are produced together (as in the case ol lamb legs and 
lamb chops). But even where the connections are not so close,. there 
is a more general relationship, arising out of the fact that people’s 
incomes are limited, so that the more they spend in one direction 
the less they can spend in another, and also out ol the fact that all 
production draws to some extent on the same resources, so that when 
productive agents are employed in one industry the development 
of other industries is somewhat affected. In the last analysis, indeed, 
all prices are related to each other in one complex, interrelated sys- 
tem. Therefore it behooves us to investigate these relationships. We 
shall consider first those cases in which the connections between <h'f- 
ferent prices are very close, then we shall proceed to tlie broader 
relationsliips which pervade the price system as a whole. 

Derived Demand. — We have seen that all demands for goods arise 
ultimately from consumers’ desires. Many goods, however, are used 
not directly by consumers, but at some stage of production more or 
less remote from them. To revert to the case of cotton, most people 
do not use this commodity in its raw form. They want cotton shirts, 
underclothing, and towels. Their demand for these articles leads to 
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a derived demand for cotton yarn, and this in turn to a further de- 
rived demand for raw cotton, and indirectly also for machinery to 
be used in growing, ginning, spinning, and weaving it. At every stage 
of cotton goods production there is likewise a derived demand for 
such fundamental agents of production as labor, land, and saving. 
This is typical of production in every Field. Always the consumers’ de- 
mand for finished goods leads to derived demand for equipment, 
raw materials, and primary agents with which to produce those 
goods. We may define derived deinand as a demand for commodities 
or services one or more stages removed from final consumers. 

Since the costs of production at every stage must eventually be 
covered by the price which the consumer pays, the demand-prices at 
successive stages must be less than consumers’ demand-prices by the 
amount of the intervening costs. In terms of our diagrams, the de- 
rived demand curve at any stage will lie below the consumers’ de- 
mand curve by an amount equal to the costs which will be required 
to complete the good into a finished consumers’ product. The de- 
mand-price of cotton yarn will be less than the demand-price of 
cotton shirts, for which it is to be used, by the cost of working up 
the yarn into cloth and the cloth into shirts, as well as by the cost of 
marketing the shirts through the wholesale and retail establishments 
by which it reaches the wearer. A drawing to illustrate a case of this 
kind is presented in the Appendix at the close of this chapter. 

The demand for all productive equipment, partly-finished goods, 
raw materials, and agents of production is a derived demand, except 
in those few cases where consumers buy such goods directly for their 
own use. 

Joint Demand. — Frequently two or more goods are wanted to- 
gether for a single purpose. The game of tennis requires rackets, 
balls, nets, and a court. None of these things is of much use without 
the others; hence, there is not a separate demand for each of these 
articles, but one demand for all of them taken together. In such cases 
demand is said to be joint. Joint demand may be defined as a single 
demand for iivo or more goods xuliich are complementary to each 
other. Joint demand is often associated with derived demand. For 
example, in the building of a house, there is a derived, joint demand 
for lumber, stone, brick, plaster, cement, and other materials. In 
the production of most commodities, a similar situation is found. 
However, joint demand should not be confused with deriv^ed de- 
mand. Derived demand arises from the fact that goods at more or 
less remote stages of production are needed by the final consumer. 
It refers to the successive stages of production. Joint demand refers 
to the fact that several articles may be demanded simultaneously at 
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any one stage, or by the consumer himself. The distinction between 
the two, then, rests in the difference between succession and si- 
multaneity. 

Examples of joint demand are numerous. Automobile manufac- 
ture involves a joint demand for rubber, leather, steel, and other 
materials. The user of the auto demands jointly gasoline, oil, and 
tires. Fountain pens, ink, and paper are demanded jointly by stu- 
dents. land, labor, fertilizer, and agricultural implements are de- 
manded jointly by the farmer. Lumber, stone, bricks, and plaster are 
demanded jointly by the building contractor. The various raw ma- 
terials and agents of production are nearly always demanded jointly 
in combinations of one sort or another. 

Where the purchaser of the several commodities which are to be 
used together can vary the proportions in which they are to be com- 
bined, it is possible to estimate the importance of each, independ- 
ently of the others. For instance, in growing cotton, the farmer should 
be able to reckon how many more, or less, pounds of cotton he will 
obtain by the use of a certain quantity more, or less, of fertilizer. 
From such a calculation he can determine what the fertilizer is worth 
to him. Therefore, it is possible to construct a separate demand for 
fertilizer, in spite of the fact that it is used in combination with other 
things. In such circumstances we really have a case of simple derived 
demand, and not a true case of joint demand at all. It isi therefore, 
possible to treat it as a problem of isolated price by comparing sepa- 
rate demand and cost schedules, as we have done in previous ex- 
amples. The demand for agents of production is usually of this sort; 
that is, the technology in a given industry generally permits some 
elasticity in the methods of production to be employed, so that it is 
possible to compare the productivity of alternative methods. From 
this the extra yield oi a little more or less of any given agent ran 
be computed and a demand schedule based thereon. We shall make 
use of this principle when we come to the problem of sharing the 
product of industry, which will be the theme of several succeeding 
chapters. 

The real problem of joint demand arises when the proportions in 
which complementary goods are employed are fixed by technical 
considerations which permit no variation, so that it is impossible to 
separate the demand for one of the goods from that of the other. In 
the making of pencils, for instance, there must be a certain amount 
of lead and a certain amount ol wood — neither more nor less. Like- 
wise, in making an automobile tire of the first quality, considerations 
of strength and durability require that a certain amount of rubber 
and of cotton cord fabric be used in its construction. In such a case. 



INTERRELATED PRICES 387 

how does the manufacturer know how much he can afford to offer 
for each? How can he derive, from the consumers’ demand for the 
finished tire, separate demand-prices for the two ingredients? He 
cannot, in fact, make such a separation; but he does know hpw many 
tires he can sell at a given price, and there is a separate cost of pro- 
ducing the fabric and rubber necessary to make these tires. The nor- 
mal price of the tires, therefore should be at that point where their 
marginal demand-price coincides with the combined optimum costs 
of the rubber and fabric. This leads to the general principle that, 
in the case of joint demand, the combined prices of the articles tend 
to the point where their combined costs of production coincide with 
their joint marginal demand-price, and their individual prices will 
be equal to their respective costs. This principle is also developed 
in diagram form in the Appendix which follows this chapter. 

The demand for a good which is demanded jointly with other goods 
will usually be somewhat more inelastic because of that fact. Suppose 
$100 worth of window panes are required for a $10,000 house. A 
doubling of the cost of the panes would only raise the cost of build- 
ing the house to $10,100. The 100 per cent increase in the price of 
glass makes only a one per cent increase in the total cost of the 
building. This is too slight to reduce the effective demand for houses 
very seriously; therefore, aTmost, if not quite, as many window panes 
would be sold as before, likewise, a marked decrease in the price of 
the glass would not cause much more of it to be sold. But if the 
schedule of demand for houses increases or decreases, the schedule 
of demand for all the commodities demanded jointly with them (and 
derived from them), will be correspondingly increased or dimin- 
ished (provided they are used for that purpose alone), and their 
prices will be affected accordingly. Also, if all the commodities of 
which houses are built rise or fall in cost together, the effective de- 
mand for houses will be influenced accordingly. 

Composite Demand- — Consider cotton once more. It is desired 
for many different purposes: to furnish cord fabric for auto tires; 
yarn for sheeting, towels, clothing, and other textiles; padding for 
mattresses and upholstered furniture; rope for clotheslines; string 
for tying packages; gauze for bandages; and for various other needs. 
Hence the demand for it is quite complex. In cases of this kind, 
tuhere a good is demanded for two or more different uses, the de- 
mand is said to be composite. Other illustrations can easily be found. 
The demands for practically all raw materials, such as iron, silver, 
copper, leather, coal, and wool, are composite. The same is true of 
the agents of production — skilled and unskilled labor, land, and 
saving. 
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Where the demand for a good is composite, its total demand 
schedule (and, therefore, its demand curve) will be the sum of the 
demand schedules for it in all the different uses to which it is put. 
For instance, at each price on the demand schedule for cotton, a 
certain quantity of it will be bought for manufacture into sheeting, 
a certain additional quantity to be made into toweling, a certain 
additional quantity for automobile tire fabric, and so on. The sum. 
of these quantities constitutes the total effective demand at each 
price. This will give us a consumptive demand curve of the usual 
type, which can be plotted against cost of production supply curves 
the same as in more simple price problems. The normal price will 
be at that point where the total effective demand, so computed, 
equals the total effective supply, and in pure competition will tend 
to equal the optimum costs of production, as in the case of simple 
demand. 

In the case of composite demand, because the total demand for 
the commodity is made up of so many separate demands, a change 
in any one of the component demand schedules will have only a 
slight effect on the price. An increase in the demand for gauze band- 
ages will have very little effect upon the price of raw cotton, because 
only an infinitesimally small portion of the total demand for cotton 
is derived from that for bandages. On the other hand, a change in 
the conditions of supply for a commodity whose demand is com- 
posite may affect greatly the prices of all the products in which it is 
used. For instance, an increase in the cost of ginning cotton would 
raise the cost of manufacturing sheets, string, towels, shirts, bandages, 
tires, and all other cotton products, and cause their prices to increase. 

There is a sense in which all demands are composite, for they are 
composed of the demands of all individuals who purchase the goods 
in question. That is, every demand schedule is the sum of the de- 
mand schedules of all the buyers (actual and potential) in the mar- 
ket. We could, if we chose, begin the analysis of consumers’ demand 
with the demand schedule of a single individual, and then represent 
the demand schedule of the entire market as a summation of such 
individual schedules.^ 

Joint Supply, or Joint Costs. — Often, in the production of one 
commodity, others are obtained simultaneously with it. From the 
ginning of cotton there results, not only the cotton fiber, but also 
the seed, from which a valuable oil can be extracted. Copper and 
silver are fretjucntly found in the same ore, so that in the refining 


1 An illustration of this has been worked out by Irving Fisher. See pages 278-281 of his 
Elementary Principles 0/ Economics (1912). He has done the same thing for supply 
schedules on pages 303-305 of the same work. 
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of one, the other is produced at the same time. Nature has stored 
up in crude petroleum a variety of products, such as benzine, gaso- 
line, kerosene, lubricating oils, and certain chemicals, many of which 
can be drawn off separately in one process of distillation by simply 
raising the temperature of the flame. In the meat-packing industry, 
hams, bacon, hides, blood, bone, hair, glue, fats, gut, and other use- 
ful raw materials are produced more or less together. All cases of 
so-called by-products fall in the same category. In these cases we 
have just the opposite of joint demand. Instead of several articles 
derived from separate sources being combined in use and therefore 
demanded jointly, we have several articles which are separately de- 
manded but which are combined in production and, therefore, sup- 
plied jointly. This case is known as joint supply. It may be defined 
as that relation xvhere tzoo or more products are obtained at the same 
time, in a single production process. It is also called joint costs, be- 
cause, where two or more commodities are produced together, their 
costs of production cannot be entirely separated. When copper and 
silver are found in the same ore, how can one say what part of the 
cost of mining the ore is the cost of producing copper and what part 
the cost of producing silver? When cotton-seed and cotton fiber result 
from one process of ginning, how are the costs of growing cotton 
and bringing it to the gin to be divided among these two products? 

In most cases of joint or by-products, there are some costs which 
are associated with only one of them. For instance, in the refining of 
petroleum, it is possible, by the use of a “cracking process” which re- 
quires special machinery, to increase the proportion of gasoline that 
can be obtained from the crude oil. The extra cost of this machinery 
is clearly a separate one, which can be charged up to the extra gaso- 
line thereby produced. The costs of producing cotton fiber and cotton- 
seed are inseparable up until the cotton is brought to the gin, but 
from there on they are separate. The oil must be pressed from the 
seed and refined, or it cannot be used. Clearly the cost of this process 
must be charged up to cotton-seed oil alone. If the demand-price for 
the oil is not sufficient to cover this cost, it will not pay to extract the 
oil. The seed would then be throwm away as a waste product and no 
problem of joint costs would arise. The entire cost of growing and 
ginning cotton would have to be charged up to the fiber, and only as 
much cotton would be grown as could be sold at a price sufficient to 
cover that cost. However, if the demand-price for the oil is more than 
sufficient to cover the cost of extracting it, it may be possible for the 
seed to command a price which will help to defray the expense of 
growing the cotton. The real problem of joint costs then arises. .After 
the separable costs are deducted, what will be the normal relation 
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between the joint costs of producing the two or more products and 
their separate demands? This case is the reverse of joint demand, and 
is governed by corresponding principles. 

Under such circumstances, the combined prices of the products 
tend to equal the joint costs of their manufacture, and the price of 
each of the separate products will be equal to its marginal demand- 
price. Equilibrium is reached where the sum of the marginal demand- 
prices for the several products equals their joint costs of produc tion. 
The nature of this equilibrium is shown diagrammatically in the Ap- 
pendix at the close of this chapter. 

Since the joint costs are apportioned among the joint products 
according to the relative demands for them, those of the products 
for which the demand is greatest will be made to bear the larger 
part of the costs, and will sell at a higher price than the others. A 
bale of cotton sells for a little more than a ton of cotton-seed, be- 
cause the marginal demand-price for the former is greater. It cannot 
be said that either of them costs any more to produce than the other. 
Where the demand for a by-product is small, the commodity may 
sell for a price which covers but a very small part of the joint costs. 
Paraffin, a by-product of certain types of petroleum refining, is so 
cheap that its price only slightly exceeds the cost of filtering, casting 
it into cakes, and packing it. The burden of the joint costs is borne 
mainly by the gasoline, lubricating oils, and other valuable products. 

In case the schedule of demand for any one of two or more joint 
products increases, its price will rise, and the prices of the other com- 
modities produced jointly with it may be expected to fall. For in- 
stance, if the schedule of demand for cotton goods increases, the price 
of cotton fiber will rise, bringing profits to cotton growers. This profit 
will stimulate an increase in the cotton crop With the increased out- 
put of cotton, there is an increase in the production of cotton seed. 
Since there has been no change in the schedule of demand for seed, 
its price must fall. A decrease in the schedule of demand would have 
the converse effect. That is, if the demand for cotton were to fall 
as a result of the increased popularity of rayon, the price of cotton 
would decline, causing losses to producers, until less of it was grown. 
This would curtail the output of cotton-seed, causing its price to 
rise, until a new equilibrium was reached, with a lower price for 
cotton and a higher price for seed than that formerly prevailing. 
An interesting illustration of this is afforded by gasoline and kero- 
sene, jointly produced in the refining of petroleum. Some decades 
ago. kerosene was in great demand for illuminating purposes, wlnle 
there was little use for gasoline. At that time kerosene sold for a 
higher price per gallon than gasoline. With the coming of the electric 
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light and automobile, the demand for kerosene decreased, while that 
for gasoline increased tremendously. As a result, the price of kero- 
sene fell, while that of gasoline rose. 

Composite Supply. — Sometimes the supply of a commodity is 
derived from more than one source. We have already discovered that 
a vegetable oil is derived from cotton-seed. This oil is useful as a 
food product in making salad dressings, for cooking, and in certain 
butter substitutes. Similar oils, equally good for these purposes, are 
obtained from other vegetable products, including peanuts and corn. 
Such a case is known as composite supply, which may be defined as 
two or more products which are good substitutes for each other. The 
term alternative demand is also used sometimes to denote this con- 
dition, because, where it exists, buyers have the alternative of chang- 
ing from one substitute to the other. The case is the opposite of 
composite demand. In composite demand we have one product used 
for two or more purposes. In composite supply we have two or more 
products used for one purpose. 

Perfect cases of composite supply are rare, for it is not often that 
one commodity is a perfect substitute for another. Usually there are 
slight differences which make one of them better adapted to certain 
uses than its competitor. In some cases, however, the differences are 
negligible. Beet sugar and cane sugar are so nearly the same that the 
average consumer cannot tell them apart, although they are pro- 
duced from different sources by quite different methods. In such a 
case the two sources are combined into one supply schedule, made up 
of the several quantities of each of the two substitute products that 
will be offered at each of a series of corresponding prices. That is, 
at one price a certain quantity of beet sugar and a certain quantity 
of cane sugar will be produced; the sum of these constitutes the ef- 
fective supply at that price, and so on for every possible price. Pro- 
duction of the tw^o substitute commodities will be carried to the 
point where their marginal costs are the same, and the price will be 
that which equates the marginal demand-price with this cost. 

Where commodities are approximate, but not perfect, substitutes 
for each other, there is not a true case of composite supply. Never- 
theless, the price of each will affect that of the other, and their prices 
may be expected to move up and doivn together. Most people prefer 
butter to oleomargarine, yet the latter can often be used in place of 
the former. Hence, if the price of butter rises, some consumers are 
likely to switch to oleomargarine, causing its price to rise also. If the 
price of butter declines, consumers who have been using oleomar- 
garine for reasons of economy will feel that they can now afford but- 
ter, and the schedule of demand for margarine will decline, causing 
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its price to fall. So, we may usually expect the price of butter to be 
above that of oleomargarine by a fairly definite amount, and their 
txvo prices will move upward and downward in such a way as to main- 
tain approximately this same differential. The presence of substi- 
tute commodities, to which consumers may turn for the relief of 
their pocketbooks, when the price of the commodity they have been 
accustomed to using goes too high, will usually make the demand 
more elastic than it might otherwise be. 

Wherever there is more than one seller in a market, the supply 
is composite in a sense, for it is made up of the goods offered by each 
of the sellers who contributes his wares. A supply schedule is thus 
the sum of the individual schedules of the sellers who together com- 
pose it, just as the supply of beet and cane sugar is the sum of the 
supplies offered by the two groups of sugar producers. 

B. The Price System 

All Prices are Interrelated. — By this time it must be apparent 
that the relations between different prices in the economic world 
are rather complex. We see that the price of a good is not the result 
of isolated factors of demand and supply for it alone, but of a multi- 
tude of interrelated factors in which the prices of many other goods 
are involved. We may consider once more the case of cotton, which 
we have used so often for an illustration of the price-making forces. 

The demand for it is derived from that of intermediate products, 
such as yarn and cloth, which in turn are derived from the demand 
for products higher up in the chain of processes, until finally we 
reach the demand of ultimate consumers for cotton goods. So here 
we have a vertical succession of interrelated prices. In addition to 
that, its demand is composite, for it is needed for many different pur- 
poses, such as automobile tires, upholstery fabrics, sheeting, shirts, 
dresses, and others too numerous to mention, as we have seen. More- 
over, it is often demanded jointly with other commodities, such as 
rubber (in the case of tires), buttons (in the case of shirts), dyes (in 
the case of fabrics), to mention only a few instances. There is a 
further relation between its price and that of substitute products, 
such as linen, silk, wool, and rayon; for consumers are continually 
comparing the advantages of these different materials in relation to 
their prices, and governing their expenditures accordingly. All these 
relationships arise out of interlinked demands. There are similar 
linkages in respect to supply. Cotton is supplied jointly with cotton- 
seed, from which are derived not only cotton-seed oil, but also cotton- 
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seed meal (which is used in feeding cattle). Also, there is a situation 
resembling composite supply, in that linen, silk, wool, and rayon 
can be used as substitutes for cotton. Moreover, the production of 
cotton leads to a derived supply of the various products in which 
cotton is used. As a result of all these relationships, a change in the 
demand for any single cotton product may have an effect on the 
prices of all other goods in which cotton is used, as well as on the 
goods for which it may be substituted; and a change in the condi- 
tions of supply for cotton may have similar repercussions in the 
prices of all things with which cotton stands in derived, joint, or 
composite relationship. 

The relationships among prices are not confined to such obvious 
cases as these. Every price is related to every other price, for the 
simple reason that the money incomes of consumers are limited, as 
are also the means of production. In other words, the interdependence 
of all prices goes back to the fundamental fact of scarcity, which un- 
derlies all things economic. If a man spends part of his income 
for one thing, he cannot spend it for another; for he cannot eat 
his cake and have the penny too. Each of us is, perforce, compelled 
to decide how to spend what money we have, and our decisions will 
affect the prices of all the things we buy. If we decide that we need 
more recreation and, therefore, spend more on golf, or theaters, or 
travel, than we previously did, we must curtail our purchases of 
clothing, or furniture, or something else. By so doing, we add to 
the demand for commodities of the former sort and tend to raise 
their prices, while we subtract from the demand for those in the sec- 
ond group and tend to depress their prices. Mass changes in con- 
sumption habits may shift the direction of demand so as to affect 
prices strongly and lead to rearrangements of whole industries, and 
any significant shifting of demand is pretty certain to cause far- 
reaching price adjustments. Some prices will be affected much more 
strongly than others, of course, and some remote from the scene of 
the disturbance may not show any appreciable change at all, just 
as the ripples in a pond will be very pronounced near the point 
where a stone strikes the water but will be too small to be notice- 
able on the shore a hundred yards away. The price of a bottle of ink 
is hardly likely to be changed because of a decline in the housewife’s 
demand for pork chops, yet there is a remote connection even be- 
tween the prices of such apparently unrelated things as ink and pork. 

We can see this by considering the fact that, in the production of 
all commodities, land, labor, and savings are employed. These agents 
are limited in quantity. Therefore, if more of them is to be used in 
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one branch of production, less must be used in another. ^ For ex- 
ample, in recent years, there has been a marked increase in certain 
branches of production, such as automobiles and chemical products 
(cellophane, rayon, plastics, etc.). The plants devoted to the niatm- 
facture of these goods occupy land and use savings and labor which 
would otherwise be employed in making other things — perhaps 
houses or carpets. The fact that they are used for autos and chem- 
icals restricts the supply of agents available for other products 
and so keeps the prices of the latter higher than they might other- 
wise be. This action is reciprocal, the use of resources for houses and 
carpets restricting the supply of agents available for automobiles 
and chemicals. An adjustment has to be worked out between them, 
so that each industry employs as much of the available agents as is 
justified by the demand for its products. It is through prices that 
this is accomplished. Thus the prices of all the commodities con- 
cerned, and of the agents of production, are* connected with each 
other. In fact, the principle of opportunity costs tells us that any 
agent of production can he used in a particular branch of industry 
only on condition that the price which business men in that industry 
can offer for it is equal to what is offered in other directions. So, 
whether we look at the problem from the standpoint of demand or 
supply, we find that prices are not isolated facts, but that they are 
part of an elaborate, coherent whole. It is this organic unity which 
justifies us in designating it as the price system. 

When we combine this picture of interlinked prices with our 
previous description of the relations between market, short-period 
and long-period price equilibria, and with the analysis of prices un- 
der conditions of pure monopoly, pure competition, and monopolis- 
tic competition, we can appreciate the fact that prices do indeed 
constitute an intricate, closely knit, sensitive, ever-changing system. 
It is a system of such complete interdependence that a change in 
the price of any good necessarily has some effects on the prices of 
many others, and conceivably of all others. 

The Guiding Function of Prices. — What is the inner significance 
of this network of prices? To answer this question we must go back 

8 At a given time {e.g., during business depression), there may be unemployed re- 
sources which will permit expansion of one industry without forcing contraction upon 
any other, but this cannot be tfie case in the long run. There wilt come a time 
in prosperity) when the scarcity of resources must^ make itself felt in such a way that 
the growth of one branch of production involves enctoachment upon other branches. 
It is also true that, in a progressive economy, technological progress is continually re- 
leasing agents of production for new uses: but it they are employed to accomplish ex- 
pansion in one direction, this must be at the expense of expansion somewhere else. 
We cannot escape from the fact that productive agents are scarce, in relation to our 
wants, and therefore, that, in the long run, we can satisfy any particulai want only 
by sacrificing some other satisfaction. 
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to the very basis of economic activity. In the very first chapter of this 
book we found that basis in the conflict between desires and scarcity. 
We there visualized our complex industrial system as an organiza- 
tion which has grown up in the effort of man to make the scarce 
means of production satisfy his desires more completely. Howe\er, 
technical efficiency in production cannot by itself fulfill the pur- 
poses of that organization. When industry is carried on by thousands 
of separate establishments, each specializing on one or a few prod- 
ucts, it is necessary to coordinate the many parts into an articulated 
whole. Without such coordination there would be chaos. There must 
be direction and guidance if the different enterprises are to cooperate 
in producing the goods which men desire. We subsequently learned 
how direction and coordination are achieved within the individual 
business enterprise; but no business man can visualize the economic 
system as a whole; and in our industrial system there is no central 
planning body whose task it is to direct the economy in its broad 
outlines. What is it then, which guides the process and preserves 
such a measure of coordination and order as it does achieve? It is the 
price system. 

The price system provides a mechanism for recording the collec- 
tive judgment of all who participate in economic life. By spending 
their incomes according to their desires for this or that, consumers 
record their choices in demands. These demands are reflected in 
prices, which guide enterprisers in deciding what things to produce 
and how much of each. The enterprisers estimate how much consum- 
ers will pay for this product or that, and they proceed accordingly. 
Through them, consumers’ demands become demands for materials, 
labor, land, and equipment, and are reflected in the prices of those 
things. Since those who are employed in industry are generally seek- 
ing the highest prices which they can obtain, production is thereby 
drawn into the channels where demand is greatest; for where de- 
mand is strong prices will be relatively high. Therefore, the farmer 
devotes his land to those crops for which he can get the best prices, 
in proportion to the land, labor, and materials he must use; the in- 
vestor of savings puts them into those forms of equipment which will 
yield products whose price is greatest, in proportion to the amount 
of savings invested; and even laborers, skilled and unskilled, tend to 
select those occupations which offer the most wages for labor of their 
grade, — which means that they will be employed in those industries 
whose products command the highest prices, in proportion to the 
labor required. So, the price system constitutes the central, directing 
mechanism of an exchange economy. Working automatically, as it 
were, it records the choices and judgments of millions of persons and 
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thousands of business men, and causes production to be directed ac- 
cordingly. 

The Price System Not a Perfect Guide. — At this point, a word of 
caution is needed. Some economists, lost in admiration of the way 
in which the price system spontaneously guides the economic process 
without the control of any central authority, have exaggerated its 
virtues and represented it as a perfect device for the attainment of 
maximum economy in industry. We have but to follow the guidance 
of prices, they hold, to approach the millennium of economic well- 
being. This is too optimistic an attitude. The price system would 
be a perfect guide for industry only if the following conditions could 
be fulfilled: (i) Demands would have to be an accurate indication 
of human needs; otherwise production would be misguided into 
wrong channels. (2) There would have to be no obstacles to the (ree 
movement of resources into the channels indicated by demands; 
otherwise resources would be prevented from being used most eco- 
nomically. (3) Enterprisers would have to be always correct in an- 
ticipating what the demands for their products would be; for if they 
exaggerated the demand, some resources would have been wasted 
through overproduction, while if some demands were underesti- 
mated, needs that should have been fulfilled would go unsatisfit-d. 
(4) The responses of production to changed conditions ol demand 
would have to be prompt enough so that market prices would never 
deviate very far from normal prices; for wide departure of market 
from normal prices is an evidence that supply is badly adjusted to 
demand, and hence that production has been inisdirec ted. (5) Finally, 
the price system would have to be free from interlereiue caused by 
vagaries of the monetary system. 

These conditions are very far from being realized in the price sys- 
tem as it now functions, (i) Demand does not register human needs, 
partly because people often spend their incomes very unwisely, caus- 
ing production to be directed towards things which contribute little 
to their general well-being, at the expense of things wfiich, from an 
ethical point of view, are far more important. Moreover, there are 
such inequalities of income in our present society that production 
is far more responsive to the wants, and even the whims, of the very 
rich, than it is to the most urgent needs of the very poor. (2) There 
is so much immobility of resources in cnir economy that tfiey do 
not move freely into new directions as the channels of demand shift. 
Equipment is often so highly specialized that it cannot be easily 
converted from one purpose to another, and laborers trained to 
particular occupations liave difficulty in shifting to new ones. More- 
over, workers with established homes do not readily migrate from 
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places where demand for them is slack to places where demand is 
greater. (3) Enterprisers’ forecasts of demands are very often faulty; 
hence we get overdevelopment in certain branches of production, 
underdevelopment in others. The mistakes made are sometimes very 
costly, leading whole branches of industry into financial difficulties 
and causing idle plants and unemployed workers. (4) The response 
of production to changes in demand is sluggish, so that market prices 
frequently deviate far from normal prices, and may continue at vari- 
ance over fairly long periods of time. Moreover, there are so many 
monopolistic elements in our economy that prices are often consid 
erably above the normal prices of pure competition. Such prices are 
evidence that not enough production is going into the industries 
where the high prices prevail, and therefore that too much is being 
produced in other directions. (5) Our study of the monetary system 
showed that it does, in fact, interfere seriously with the functioning 
of the price system, thereby interfering with the role of prices as 
guides to industry. 

The fact that we have poverty in the midst of plenty, idle workers 
and factories in the midst of want, and recurrent periods of business 
depression, when the whole economic process bogs down to a low 
level of efficiency, is sufficient evidence that the guidance of the eco- 
nomic process afforded by the price system under present conditions 
is far from perfect. Even if prices could always be kept at their nor- 
mals, some of the difficulties above referred to would still prevail. 
Therefore, we cannot conclude that the spontaneous guidance of 
the economy by prices is necessarily the best that could be conceived. 

The Concept of General Equilibrium. — Bearing in mind that all 
prices are interdependent,, and that it is their function to direct and 
coordinate the economic process, we can conceive of a set of price 
relationships that would keep the entire economy in balanced ad- 
justment. Among the conditions of such adjustment would be that 
all the land that was worth using would be used, that there would 
be no idle savings or equipment, and that every worker would be fully 
employed. If these conditions were not met, the adjustment would be 
incomplete, for, so long as any land, equipment, or labor was un- 
employed, it would tend to disturb the adjustment, by altering the 
existing price relationships. In most circumstances, a capitalist will 
permit his land or equipment to be used for a low price rather than 
not to be used at all, and a worker will accept a low wage rather than 
remain unemployed.^ Therefore, incomplete employment of any 


s This will not always be true. Labor may refuse to work for a wage it considers too 
low if it has siiflicient political power to compel the government to pay unemployment 
relief. 
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agent of production tends to cause a fall in the price of that agent 
until it is worth someone’s while to employ it. Only when all that ran 
be productively used is employed is there no tendency for prices 
to fall further. 

Moreover, a balanced adjustment would be one in which the pro- 
ductive agents would be used only to produce those things for which 
the demand was greatest. For instance, suppose that too much labor 
is employed in the manufacture of hats, in proportion to the demand 
for such clothing, and too little labor in the production of shoes, 
in view of the existing demand for them. In that case, the price of 
hats will be relatively low and that for shoes will be relatively high. 
Then labor could presumably earn more if it were withdrawn from 
the hat industry and put into shoe manufacturing. As less hats were 
produced and more shoes were made, the price of the former would 
rise somewhat, while that of the latter would fall, until nothing 
was to be gained by a further transfer. Then, and not until then, 
would there be balance between the two prices. Labor would then 
be adjusted between the two employments exactly in accordance with 
the demand for it. From this illustration it appears that, so long as 
production is not correctly adjusted to demand, price discrepancies 
will arise which tend to correct the difficulty. When production 
throughout the economic system was in perfect consonance with the 
demand, there would be no further tendency for prices to change, 
unless some nevv factor (such as a change in consumers’ tastes, or a 
new invention, or a different productive technique) were introduced 
into the situation. Any changes of this character would necessitate 
some readjustment in the existing price structure. It would cause 
changes in the prices of the things most closely affected by it, and 
these changes would, in turn, cause repercussions elsewhere, until 
all prices were in complete adjustment to the changed conditions. 
So we see that there is a tendency for prices to coordinate all parts 
of the economic process, and to correct unbalance when it appears. 

The set of price relationships which would provide such a co- 
ordination is frequently referred to in economic literature as a con- 
dition of general equilibrium. The term is derived from analogy 
with the equilibrium of forces in phvsics. We are all familiar with 
the fact that, when a number of different containers of varying sizes 
and shapes are connec ted with each other by several pipes, if we pour 
water into one of them, it will flow into the others until it stands at 
an e(|ual height in all (sec Figure 46). At this point it is said to be 
in ec]uilibrium. Now, if water is again poured into any one or more 
of the containers, the equilibrium will be disturbed — the level will 
be higher in the vessels into which the water is first poured. If there 
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are no obstructions in the connecting pipes, however, the water will 
again distribute itself throughout the containers until it reaches a 
new position of equilibrium. Such is the action of gravity. 

Something similar to this takes place in the distribution of re- 
sources in our economy; but, in this case, disturbances are so fre- 
quent and interfering obstacles so strong, that perfect equilibrium 
is never attained, and the system is always in maladjustment. It is 
a little bit like the atmosphere, in which an area of high pressure 
tends to flow toward one of low pressure so as to equalize both, but 
the irregularities of the earth’s surface, the changes in its tempera- 
ture, and the constant motion of the earth itself, are such that the 



Figure 46. An Illustration of Equilibrium. 


pressure here and there is always being disturbed, so that we have 
winds and storms, which are evidences of continuing efforts to ef- 
fect an equilibrium. In like manner, there are in the economic 
process continual changes in prices, in response to the changed con- 
ditions of demand and supply; but always there is some tendency for 
the changes to be in the direction which will promote a more bal- 
anced adjustment. Only if we had an economic world in which no 
disturbing changes took place, or in which there was such perfect 
flexibility that adjustments to change could be made instantaneously 
throughout the system, would there be a true equilibrium. Economic 
theorists have sometimes conceived of such an unchanging or fric- 
tionless world, as a pure abstraction. They call it the stationary state 
or the static state. Such a conception is useful for theorizing about 
the ultimate tendencies of prices, but we must not make the mistake 
of assuming that any such perfect balance characterizes the world we 
live in. There is a tendency to it, but it is a tendency very much 
interfered with by counteracting influences. 

The disturbing factors are sometimes more obvious than the bal- 
ancing tendencies- A changing world like ours is continually up- 
setting established relationships. Every change in consuming habits, 
in incomes, in productive technique, in institutions, in governmental 
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policies, or in population, is likely to have repercussions in the price 
system. The opening up of new frontiers, the migration of peoples 
from one part of the world to another, military conflicts, all kinds 
of social upheaval, — these react upon economic institutions and alter 
the price structure. What we have is a set of prices always moving 
toward mutual adjustments which tend to bring the whole economic 
system into equilibrium, but always being disturbed so that the ad- 
justments can never be carried out to their final conclusion — a con- 
tinuous effort at adaptation to continually changing circumstances. 

The Equations of General Equilibrium. — It is possible to depict 
the general equilibrium of prices, and the forces which determine 
the prices of all goods together, by mathematical methods. The pro- 
cedure of such an analysis is to set up a series of simultaneous al- 
gebraic equations, in which the choices of ultimate consumers, the 
existing quantities of primary agents of production, and the tech- 
nical requirements of industry for these agents, are the known fac- 
tors, and in which the prices of finished goods, of partly finished 
goods, and of the agents of production are the unknowns, for whose 
values a solution is sought. Mathematical economists have con- 
structed such equations and demonstrated that an interdependent 
system of prices for all commodities could be determined theoreti- 
cally by such means. Needless to say, the analysis is very abstract, 
and although it gives one a very illuminating conception of the 
interdependence of all prices, it is more appropriate for an advanced 
treatise than for an introductory text. We shall, therefore, not go 
into it. 

Is the Particular Price Approach Theoretically Sound? — Recog- 
nition of the interdependence of prices raises some question about 
the validity of the customary approach to the problems of price de- 
termination. If the price of a commodity depends, not on an isolated 
demand and supply schedule for it alone, but on the demand and 
supply schedules of all other commodities as well, how can we main- 
tain that its price is a resultant of its demand and supply schedules, 
as we have done for the most part in our analysis? Critics have, in- 
deed, urged this objection against the method we have employed. 
It can be met in two ways. 

In the first place, if we start with the supposition that a general 
equilibrium does exist, we may reasonably proceed to inquire what 
would be the effect, on any one price in that system, of a change 
in the conditions of demand or supply for the particular good to 
which it is attached, recognizing that other prices will also be 
changed, but not pushing the analysis into those changes because 
they are not the object of our immediate concern. For instance, we 
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may want to know what would be the effects of an unusual boll 
weevil plague upon the price of cotton, assuming that this is the 
only disturbing factor in the whole system of prices for the time 
being. We would then have a new supply schedule for cotton, which 
we may assume to be the schedule that would result in a new con- 
dition of general equilibrium in which the prices of all other com- 
modities are likewise being adjusted to the change in the conditions 
of cotton production. Similarly, we could trace the effects on the 
price of cotton of a change in the demand for cotton products. Such 
an analysis does not make the untenable assumption that the price 
of cotton is determined independently of other prices; it merely 
abstracts from the picture the demand and supply schedules of cot- 
ton in two possible positions of general equilibrium (namely, before 
and after the change), as being the object of our immediate interest, 
just as a biologist may remove the heart of a frog from its body for 
separate study of its activity, although he understands well that its 
functioning in the body depends upon the whole physiology of the 
animal. 

In the second place, there is some ground for believing that a 
change in the price of one commodity will not affect all other prices 
to an appreciable degree. The ravages of the boll weevil, by making 
cotton scarce, would raise its price, and this would materially affect 
the prices of those commodities closely associated with cotton in 
such relations as those of joint or composite supply and joint or 
composite demand, but the general effects of these ravages on other 
prices would be diffused over so great a number of commodities that 
the influence on any one of them would be negligible. We could, 
therefore, safely ignore these more remote effects. 

The individual price approach is the most useful one for practical 
purposes. Most price problems have to do with the prices of par- 
ticular commodities. Such questions arise as, what is a “fair"’ price 
for electricity, or for aluminum, or for wheat, as the case may be. 
To answer such questions, and to guide price-regulating authorities 
in making decisions about them, we need to analyze the conditions 
of demand and supply for the particular commodity concerned. This 
does not mean that price problems may not sometimes arise in which 
some attention needs to be paid to the general interdependence of 
prices. Failure to recognize this interdependence may lead to mistakes. 
Usually, however, analysis of the conditions of demand and supply 
for a single commodity, and for those commodities whose prices are 
most closely related to it, will suffice for practical problems. 

The Influence of Money on Individual Prices. — We began our 
analysis of price determination with such simple assumptions as the 
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existence of pure monopoly or pure competition, the maintenance 
of a single price throughout the market, the separation of the in- 
fluences affecting the prices of different commodities, the existence of 
a stable general level of prices. One by one, we have had to relax 
these abstract assumptions in order to bring our picture of the price- 
making process into closer conformity with reality. However, we 
have continued to adhere to the assumption that the price level it- 
self is unchanging. We did this in order to distinguish those in- 
fluences on prices which arise out of the conditions of demand and 
supply for particular commodities from those influences which are 
to be attributed to money; yet we know, from the discussion in an 
earlier chapter, that monetary factors do affect the prices of goods. 
Therefore, we must now inc|uire how changes in the monetary aspects 
of our economy affect the price relationships of different commodi- 
ties and services. 

If the effects of a change in the circulation of money were diffused 
instantly and evenly throughout the economic system, all prices 
would move upwards and downwards together in exactly the same 
proportion, and there would be no effect on the relative prices (that 
is, on the values) of different goods. If the prices of cotton, iron, 
petroleum, hats, shoes, beefsteaks, etc., and of labor, land, and sav- 
ings, all rose or fell in exactly the same degree, their values would 
remain exactly as they were, and the change in the level ol prices 
would be of no consequence. It would be almost the same as it we 
woke up some morning to find the world and everything in it, in- 
cluding ourselves, exactly twice as large or half as large as it had 
been before. The change would be of no consecjuence; indeed, it is 
doubtful if we would be aware that it had even occurred — except, 
perhaps, by comparison with heavenly bodies outside the world. 

But changes in the level of prices do not occur in so uniform a 
manner. If the flow ol money is increasing or decreasing, the in- 
cidence of this change falls first upon those points in the system 
of prices which lie closest to the source of the change, and the full 
effects are transmitted slowly, through a succession of transactions, 
to other parts of the system, until they become generally diffused. 
If banks expand their loans, the new credit is put first at the dis- 
posal of business men who borrow for purposes of business expan- 
sion. Prices will rise first for those commodities wliich these business 
men buy. This will affect the prices of materials used in the pro- 
duction of those commodities, and the wages of labor and the rewards 
of other agents employed therein. The rise in the prices ol materi.als, 
labor, etc., will lead to a further rise somewhere else, and so on in 
endless succession, until all prices in the system eventually feel the 
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effects. Hence, during the transition period between the first impact 
of the change in the flow of money and its ultimate diffusion through- 
out the system, particular prices will rise or fall in relation to the 
prices of other goods, depending on the circumstances of the time 
and place. In the long run, changes of this character tend to cancel 
out as all prices rise or fall in response to the change in the flow of 
money: so that, in the absence of further disturbance, the long-run 
effects of such monetary changes on relative prices (that is, on values) 
would be small. However, in a dynamic world where money reserves 
fluctuate, and v^;^here expansion and contraction of credit are always 
going on, such changes, with their resultant effects on particular 
prices, are never absent. Therefore, our general conclusion about in- 
dividual prices is that they are the result of the demand and supply 
influences analyzed in this and the preceding three chapters, as 
modified by the incidence of changes in the circulation of money. 

Summary 

The prices of certain groups of commodities are more or less closely 
connected through derived, joint, or composite relationships. Where 
demand is derived (that is, removed one stage or more in production 
from final sale to consumers), the demand schedule will lie below 
the schedule of consumers’ demand by the amount of the interven- 
ing costs. Where two or more goods are demanded jointly, normal 
equilibrium is at the point where the sum of their separate optimum 
costs is equal to their joint marginal demand-price, and the demand 
for any one of them is likely to be inelastic. Where a good is de- 
manded by several groups of users for different purposes, the demand 
is said to be composite, in which case the total demand schedule 
consists of the sum of the separate effective demands at each of the 
possible prices. Where two or more goods are produced in one 
process, there is a condition of joint supply or joint costs, in which 
case price tends to an equilibrium where the sum of the marginal 
demand-prices for the separate products equals their joint optimum 
cost of production. In this case, an increase (or decrease) in the 
schedule of demand for one of the products will lower (or raise) the 
price of the other. Where two or more different commodities are 
perfect substitutes for each other, supply is said to be composite, 
and their prices will be the same. Where the substitutes are imper- 
fect, the prices may differ, but will move upward and downward to- 
gether. 

The prices of all goods are so interrelated that they constitute a 
generally interdependent system, tending towards an equilibrium 
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■where all would be in balance. This can be shown by mathematical 
etiuations. Notwithstanding this interdependence, analysis of par 
ticular prices by individual demand and supply schedules is tenable 
and useful. Owing to the uneven incidence of its effects, changes in 
the circulation of money alter individual price relationships. The 
function of the price system is to guide and coordinate the economic 
process, tending towards a position of balanced adjustment. How- 
ever, this does not mean that the guidance is ethically ideal. 
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nomics (1912). For a more detailed treatment of composite demand and 
joint supply than that here attempted, see my. article entitled Composite 
Demand and Joint Supply in Relation to Public Utility Rales in pp. 40-62 
of The Quarterly Journal of Economics for November, 1929. 

A clear presentation of the general equilibrium theory of prices is to be 
found in Chapter IV of Gustav Cassel’s The Theory of Social Economy 
(English translation, 1923). See also the equations in Berthil Ohlin’s Inter- 
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Appendix to Chapter XVI 


DIAGRAMMATIC ANALYSIS OF JOINT 
DEMAND, DERIVED DEMAND, 
AND JOINT SUPPLY 


Joint Demand. — The problem of price determination where two 
or more commodities are demanded jointly can be solved by means of 
demand and supply curves of the usual type. Let us take for illustra- 
tion the case of eye-glasses, the demand tor which gives rise to a joint 
demand for frames and lenses. What we want to know is. how can we 
set the single demand for glasses against the two different supply (cost) 
curves for frames and lenses in such a way as to find separate equilib- 
rium prices for each of the latter commodities? This case is repre- 
sented in Figure 47. In Part A of this drawing, let the curve Sf repre- 



A. Frames B . Lenses and frames combined 

Figure 47. Joint Demand. 

sent the optimum costs of manufacturing the frames. Let si, in Part B, 
represent the costs of producing the lenses. Since two lenses are used 
with each frame, the unit (quantities shown on the base line OX in this 
case indicate pairs of lenses, and the prices shown are per pair, not per 
single lens. 

We must now combine these curves in order to ascertain the com- 
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bined costs of the two products in the finished glasses. We do this by 
superimposing the curve S/ upon the curve Si in Part B, in such a way 
that the former lies above the latter by an amount exactly equal to its 
distance from the base line OX in Part A, so that si becomes the base 
line on which Sf is plotted. If this is done correctly, the distances ab, 
cdj and eg in Part B will be exactly the same as the corresponding dis- 
tances in Part A. Sfi is then the combined cost (and supply) curve for 
the two constituents of the glasses. Now let Dj be the joint demand for 
the two products in the finished glasses. It intersects the supply curve 
at F. Therefore, at the price MF ($i i), demand and supply are in equi- 
librium. The price for lenses should then be ML (?6) per pair (or $3 
a piece), and for the frames, LF ($5). 

Derived Demand. — The pricing problem presented by derived 
demand is really the same as that of joint demand, for it is simply a 
case of setting the demand curve for a finished product against the 
separate supply curves for the materials' or agents of production that 
go into it at successive stages. The same drawing as above can be used 
to explain this problem, by changing the things for which the curves 
stand. For instance, let st now represent the cost of manufacturing the 
glasses, and Sf the cost of their wholesale and retail distribution. Dj 
would then be the consumers’ demand for glasses at retail, and Sn 
the total cost of supplying them to consumers. FL would represent the 
share of the total price that wholesale and retail distributors would 
get, and ML the price which manufacturers would receive. 

The demand of manufacturers for the materials and productive 

agents employed in making glasses 
can be derived from the con- 
sumers’ demand curve, by plot- 
ting a new curve, lying below the 
curve Dj by an amount equal to 
the costs Sf, as shown in Figure 48. 
Here Dj is the consumers' demand 
curve (identical with Dj in Figure 
47), and Df is the derived curve. 
The line Sf indicates the costs of 
^ ^ , distribution which intervene be- 

Figure 48. Derived Demand. consumer. The 

distances a'b\ c'd', and e'g' are equal to the distances ab, cd, and eg, 
respectively. The significance of this is, that manufacturers can offer, 
for the materials and services they use, whatever ultimate consumers 
will pay for the final product, less the costs which are incurred in 
stages which succeed the stage of manufacturing. The same principle 
will hold for any stage of production — the derived demand at that 
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5itage is the difference between consumers’ demand and the costs that 
must be met at all subsequent stages. 

Joint Costs, or Joint Supply. — The equilibrium price situation 
for a case of joint costs is shown in Figure 49. which is based on prin- 
ciples very similar to Figure 47. The case is supposed to be that of 
cotton-seed. C3 represents the optimum cost of producing the two 
commodities jointly. We have separate demand schedules for the two 
products, indicated by d/ (for the fiber) and ds (for the seed). The com- 
bined demand schedules for the two products can be shown by super- 



Unifs of iwo Million Bales for Colton 

A. Coll-on Fiber B. Seed and Fiber Combined 


Figure 49. Joint Costs, or Joint Supply. 

imposing df on ds, using the latter as its base line, giving us the com- 
bined demand curve Dfs, in Part B of the drawing. The construction 
of this last curve is such that any distance between it and such as 
ab^ eg, or hk, is exactly equal to the corresponding distances between 
df and the line OX in Part A. As in the case of joint demand, a unit of 
distance along the base line OX represents different quantities with 
respect to the several curves plotted against it. Since, for every two 
bales of cotton produced, there is obtained about one ton of cotton- 
seed, each unit space for the line OX indicates two bales of cotton (or 
multiples of two), and one ton of seed (or multiples of one); and the 
prices shown, therefore, are the prices per two bales in the first case 
and per ton in the second. Equilibrium is reached when the quantity 
OM of cotton and cotton-seed, respectively, is produced; for at that 
point their respective effective demands are equal to their effective 
supplies. The price of the seed will, therefore, be MS (or $20) per ton, 
and the price of the cotton will be SF (or $100) per two bales (§50 per 
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bale). Observe that the costs are divided between the two products in 
proportion to their marginal demand-prices. 

Now suppose the schedule of demand for cotton to increase to the 
position d'f (in Part A), the schedule of demand for the seed {d^ in 
Part B) remaining unchanged. Superimposing the new curve on 
as before, we get the curve D'fg (in Part B). A new position of equilib- 
rium is reached where the output is OM'. The increased demand for 
cotton has caused an increase in the amount of cotton produced. The 
price of cotton has risen to S'F' (about $i lo, or I55 per bale) which is 
higher than before. But the price of seed has fallen to M'S' (I17), be- 
cause its output has necessarily increased with that of cotton, while the 
schedule of demand for it is no greater than before; therefore, the 
larger quantity can be disposed of only by reducing the price. Cotton 
now bears a larger portion of the joint costs, seed a smaller portion, 
than was formerly the case. A decrease in the schedule of demand 
would have the opposite effects. 



Chapter XVII 


THE MECHANISM OF INTERNATIONAL 

TRADE 


A. Foreign Exchange 

The Growth of International Trade. — In the discussion of money 
and prices in the past nine chapters, we were concerned, lor tlie most 
part, with exchange transactions within a single country, throughout 
which there was tacitly assumed to prevail a unilonn monetary system 
and a fairly homogeneous price structure. If we are to have a complete 
picture of economic life in the modern world, we must now supple- 
ment this discussion by an analysis of the complications which arise 
when there is trade between nations with different monetary systems 
and different price structures. 

These problems are of increasing importance because of the grotvth 
of international commerce. In the simple economic conditions which 
prevailed two centuries or more ago, trade was primarily local. That 
is, buying and selling took place within a small area; goods were con- 
sumed near where they were produced. They were not often shipped 
over very great distances, and seldom crossed national boundary lines. 
Some trade with the Orient, from which spices, silks, and other lux- 
uries were imported to Europe, was carried on; and other mercliandise 
found its way into international commerce; but the vast foreign trade 
of today is a comparatively recent development. Efficient means of 
inland and ocean transportation and communication have extended 
the paths of industry across seas and continents to the furthest ends of 
the earth. Nowadays we are so accustomed to selling cereals, meats, 
steel rails, machinery, and various otfier goods in England, Frame, 
Europe, Asia, or Soutli America, and consuming daily the products of 
far-distant lands to the north, south, east, or west, tliat we scarcely gi\ e 
the matter a moment’s thought. Yet this great volume oi international 
trade involves a whole network of instituiions and facilities of suffi- 
cient complexity to require considerable study in order to understand 
them. The theory and technique of international trade, in tact, con- 
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stitute a branch of economics which has become a distinct field for 
specialists, who devote themselves exclusively to its study. 

Bills of Exchange. — We may begin our discussion of this subject 
by considering a simple foreign trade transaction. Let us suppose that 
an exporter in New York, whom we shall call A, has sold cotton to the 
value of /^i,ooo to an Englisli importer, whom we may call B. A must 
collect payment for his goods, and presumably he wants it in dollars, 
rather than in pounds; for he will want to spend it in this country for 
goods whose sellers will not accept English currency. How is this to be 
managed? How can a sum of foreign money, payable on the other side 
of the Atlantic, be converted into United States dollars, available for 
purchases here? 

Xhe usual procedure in a case of this kind is for A to draw an order 
against B for £^1,000, calling upon him to pay that sum upon presenta- 
tion, or at the expiration of a certain period, such as thirty or sixty 
days. This is a foreign bill of exchange, which is simply a negotiable 
draft, drawn by a creditor upon someone in a foreign country who 
owes him money. There arc several forms of such bills, and they may 
arise in a number of different ways. They may be drawn by exporters 
of commodities, by sellers of securities in foreign markets, by bankers, 
or by any other persons who have money owing to them from abroad. 
In our present example, the draft is called a commercial hill, because 
it is drawn by a person whose claim arises out of a sale of goods. If it 
were drawn by a banker, against funds on deposit to his credit abroad, 
it xvould be a banker's bilL We shall presently consider a case in which 
a banker’s bill is used; but tor the moment, let us follow A*s commer- 
cial bill somewhat further. 

How is A to obtain his money? It is conceivable that he could send 
his bill to an agent in London, collect it from B in English pound 
notes, present the notes to the British government for redemption in 
gold, bring the gold to the United States, and surrender it to the 
American government in exchange for an equivalent number of 
United States dollars. This would always be possible where a genuine 
gold standard prevailed; it would sometimes be possible under a man- 
aged gold standard, for some governments will redeem their curren- 
cies in gold to enable their debtors to meet foreign payments, when 
they will not do it for other purposes. But in the absence of any kind 
of gold standard, it would not be possible to get gold for British 
pounds at all; and, anyway, this is a somewhat unsatisfactory proce- 
dure. because of the expense involved. A would have to wait for the 
bill to be mailed to England, then for the gold to be shipped to this 
country, while he would have to pay freight and insurance charges 
on the shipment, besides losing interest on his money during the 
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period of transit, plus a small loss of gold from abrasion. There is 
usually a better way by which most of tliis expense can be avoided. 

Creditors, with payments to collect from abroad, are not the only 
persons engaged in international trade. There are also debtors, who 
have payments to make to foreign countries, for one reason or an- 
other. There are also foreign exchange brokers, whose business it is 
to bring these two parties together, collecting a small fee for the 
service. Through such a broker, A can probably find someone to buy 
his bill. There may be, for instance, an importer, who has bought 
English cutlery to the value of £1,000. This sum he must pay to the 
Englishman from whom he purchased it, and whom we shall call D. 


NEW YORK 
Exporter A — 

Broker 

Importer C ^ 


Cotton •£ iOOO 


Cuttery-<£ K>00 


LONDON 
Importer B 

A 

I 

I 

Exporter D 


A‘s BiU of Exchanqe,jC IOOO 

Figure 50. A Simple Foreign Exchange Transaction. 


A*s draft is an order for the amount C needs, and is payable in Eng- 
land, where C wishes to send the money. C, therefore, buys the bill 
from A, paying him its equivalent worth in dollars. C sends it to his 
creditor, D. D collects payment on it from B, against whom it was 
drawn, and all the transactions are closed. A receives the money for 
his cotton when he sells his bill of exchange to C; D receives pay- 
ment for his cutlery when he collects the amount of the draft from 
B. Both debts are paid, and it is unnecessary to ship any gold across 
the Atlantic. The bills of exchange act as a kind of international cur- 
rency, clearing payments between the two nations. The process is 
illustrated graphically in Figure 50. 

In the diagram the movement of merchandise is indicated by the 
solid lines, the movement of the bill of exchange by the dotted lines, 
the direction of the movements being shown by the arrows. It will be 
observed that, in effect, there has been an exchange of cotton for cut- 
lery, the one paying for the other. The bill of exchange is the medium 
by which this exchange was effected, making money unnecessary to 
the process. The diagram shows these facts very clearly. 

The transaction described is a typical one. In the large markets 
of the world there are hundreds of persons who have debts to pay or 
credits to collect in foreign lands. Whether these debts and credits 
have arisen out of sales of merchandise, investments in securities, the 
carrying and insuring of goods, or in other ways, is unimportant. They 
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are all handled by the same mechanism. The creditors have bills of 
exchange which they sell for domestic currency, thereby obtaining 
payment; the debtors buy the bills of exchange, which they send to 
the countries upon which they are drawn, thereby paying their debts. 
Thus the nations of the world carry on a vast interchange of com- 
modities and services, these being made to offset each other through 
the use of bills of exchange, somewhat like the clearing of checks in 
domestic banking. 

The Role of Dealers in Foreign Exchange. — We have seen that 
our exporter established contact with the importer, who bought his 
bill of exchange through the services of a broker, whose business it 
was to bring the two parties together. The exporter does not have the 
time nor the facilities to hunt up the importer for himself; besides, 
there may not be any importer who wants a bill of the exact denom- 
ination which the former has for sale. Therefore, he is glad to turn 
the task of marketing his bill over to someone who makes that busi- 
ness his specialty. There are many such brokers, who act as go-betweens 
in the foreign exchange market, receiving small commissions for their 
services- There are also bankers and other dealers, who buy and sell 
bills of exchange outright, on their own account. These dealers have 
business relations with correspondent banks in foreign countries, with 
whom they carry deposits. The deposits are established by buying bills 
of exchange and remitting them to the correspondents; the latter 
collect the sums due from the drawees, and hold them at the disposal 
of the dealers. The dealers or bankers can then draw new bills (the 
bankers* bills mentioned above) against these deposits, and sell them 
to buyers of exchange in whatever sums the latter may need. The 
dealer makes a profit by buying the bills for a slightly lower price 
than that at which he sells them. 

Figure 51 illustrates graphically a foreign exchange transaction of 
this kind. Again we have an exporter. A, who sells cotton in London. 
In this case, instead of selling his draft directly to the importer, he 
sells it to a banker who deals in foreign exchange. The banker pays 
him slightly less than £1,000 for it. and A is willing to accept this, for 
the accommodation. The bank now transmits the bill to its corre- 
spondent bank in London, which collects it from the English im- 
porter, B, against whom it was drawn. In this way. the New York 
banker, by the purchase of many toreign bills, builds up a deposit in 
the London bank, against which he can draw bankers’ bills of his 
own making. Now, just to vary the illustration, let us suppose that 
E is a well-to-do American, who wishes to spend some time traveling 
in F.ngland, and that he expects to spend £1,000 during his stay there. 
He goes to the New York banker, who draws a bill (or letter of credit) 
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against his London correspondent, and sells it to E, E now has a means 
of paying for his expenses in England. He presents his draft to the 
London bank, and secures British money with which to meet his 
hotel bills, railway fares, and so on. The effect is the same as in our 
original illustration, only this time American cotton has been ex- 
changed for English travel facilities, instead of cutlery. As before, 
the two transactions are set off against each other by means of bills 
of exchange. The banker has entered into and facilitated the process, 
but has not changed its essential nature. 


NEW YORK 

Exporfcr A 


Coffon-«£ 1000 


LONDON 
Impoi^fer B 


Banker Correspondenf 

I Ban< 

Traveller Banker^s Bill of Exchange lOOO j 

E ^ Travel Factltfies Rendered-.^ lOOO Hotels and 

Railroads 

Figure 51. The Use of Banker’s Bills in Foreign Exchange. 


Triangular Exchange. — In these first illustrations, only two coun- 
tries have been involved — England and the United States. It was 
assumed that an American exporter who had a bill of exchange on 
London could find an American importer of English goods (or some 
other person needing to transmit payments to England) to buy his 
draft. However, this may not always be the case, for it often happens 
that the trade between two nations is not evenly balanced. For in- 
stance, the United States commonly sells more goods to England than 
it buys from that country. In this case there are not enough persons 
here having remittances to make to English creditors to purchase all 
the London exchange offered for sale. 

The mechanism of foreign exchange has adapted itself to this situa- 
tion. While we may sell more to England than we buy from her, 
there may be another country which sells to us more than we sell 
to it, and which at the same time buys more from England than it sells 
to her. Suppose, for instance, that we buy a great deal of coffee from 
Brazil, but sell her few goods in exchange, and that Brazil buys great 
quantities of manufactured products from England, but sends back 
insufficient goods to make payment. There is then a balance of pay- 
ments due the United States from England which cannot be directly 
offset by corresponding payments due in the other direction, a similar 
balance of payments due Brazil from the United States, and a similar 
balance of payments due England from Brazil. In such a situation, the 
seller of London exchange, unable to find purchasers for his bills who 
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must make payments directly to England, can sell them to persons who 
owe creditors in Brazil. A bill of exchange on London or New York 
is good the world over, and freely acceptable in settlement of debts. 
The merchant in Brazil who sold coffee to an American importer will 
gladly accept a draft on London in payment thereof. This draft he 
can sell to a Brazilian importer who owes money to England. The 
latter can send it to his London creditor, who will present it to the 
person upon whom it was drawn, and receive payment of the amount 
represented by it. Thus, there is effected a tiiree-cornered offsetting 
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Figure 52. Trianjgular Exchange. 


of debts by which the mutual interchange of goods between three 
nations is accomplished without the shipment of specie. This pro- 
cedure is known as triangular exchange. 

The process can be illustrated by a diagram (Figure 52) similar to 
that which we have already employed. Let us make the^extretne sup- 
position that merchants in the United States sell annually to F.ngland 
one million pounds’ worth of merchandise, but buy nothing from that 
country in return; that Englishmen sell goods of ecjual amount to 
Brazilians; and that Brazilians sell goods of ecjual amount to persons 
in the United States. Then the American exporters, by drawing upon 
their London debtors, can provide exchange lor the settlement of all 
the payments involved in these transactions, without the necessity of 
resorting to the use of gold or silver. 

Again our illustration oversimplifies the process. In actual exchange 
operations, there would usually be middlemen acting between the 
exporters and importers in each country, transmitting to their 1. on- 
don correspondents the exchange they buy from the exporters, and 
selling to the importers their own bills, drawn against the London 
deposits so created. The essence of all this is that the United States 
receives, in exchange for the goods it sells to England, other goods 
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obtained from Brazil; and Brazil receives, in exchange for the goods 
it sends to us, merchandise imported from England. Thus there is a 
mutual interchange of products: behind the surface phenomena of 
drafts and financial negotiations is the international exchange of goods 
for goods. 

Prior to the first World War, London was by common consent the 
world’s clearing house. London exchange was the international cur- 
rency by which the mutual obligations of the nations, in their com- 
merce with each other, were offset. In recent years. New York exchange 
has assumed a similar function, though London is still important, 
partly because there is there (in times of peace) an open market where 
gold is bought and sold like any other commodity. 

Rates of Exchange Under the Gold Standard. — A bill of ex- 
change drawn upon a debtor in a foreign country is an order for the 
payment of a certain sum in the money of that country. Now, although 
the genuine (automatic) gold standard has been generally abandoned 
(or at least suspended) throughout the world, it still remains true that 
the standard monetary unit of many countries is defined in terms of 
gold; and, in some of these countries (for instance, the United States), 
money will still be redeemed in gold for the purpose of settling bal- 
ances abroad. Therefore, a bill of exchange represents nominally — 
and sometimes actually — a claim to a definite amount of the yellow 
metal. This affords a basis for calculating the nominal equivalent of 
one nation’s money in terms of another’s. For example, in 1934 a 
draft for 10,000 guilders on Amsterdam was nominally an order for 
the payment in Holland of 93,242.2 gi'ains of gold, for a guilder con- 
tained one ten-thousandth of that amount of the precious metal. This 
was equal in weight to 6,806 United States gold dollars; so that, if 

10.000 guilders were converted into gold, then brought to this country 
and surrendered to our government for paper money, 6,806 dollars 
could be obtained for it. A French gold franc in the same year con- 
tained as much gold as .066 of a dollar; therefore, a draft on Paris for 

1.000 francs represented the equivalent of 66 dollars. The equivalent 
gold content of the standard money of one country in terms of that 
ol another fixes what is known as the mint par value of the two 
moneys. When a Dutch guilder contains .68 as much fine gold as a 
United States gold dollar, the par value of the guilder is 68 cents. The 
par value of the money of any two gold standard countries can be 
found in the same way, by comparing the pure-gold content of their 
standard coins. 

Just because a draft on Amsterdam for 10,000 guilders is an order 
for the payment of the equivalent of $6,806 in American gold coin, 
however, it does not follow that the holder of such a draft could sell 
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it for that sum. He might have to sell it for less; he might be able to 
get more. The price at which foreign bills of exchange can be bought 
and sold in the markets which deal in them is known as the rate of 
exchange. When bills of exchange on a certain country are selling 
for more than par, that country’s exchange is said to be at a premium; 
when they are selling for less than par, exchange is said to be at a 
discou,nt. Due to the close watch kept by dealers in foreign exchange 
upon the market, the rate of exchange between two countries will be 
in close correspondence in the markets ol each of them. When Dutch 
exchange sells in New York at a premium. New York exchange will 
sell at a corresponding discount in Amsterdam; when Dutch ex- 
change is selling at a discount in New York, dollar exchange will be 
at a premium in Holland. 

The rate of exchange depends upon the relative demand for and 
supply of bills. We have seen that, out of the numerous transactions 
involved in international trade, there are always some individuals 
who have payments to collect from foreign countries. These have for- 
eign exchange to sell. There are others who have payments to make to 
foreign countries. They wish to buy foreign exchange. From these 
two sources there arises a supply of and a demand for foreign bills. 
At any one time, however, the amount supplied and the amount de- 
manded may not be equal. Let us suppose that more bills are offered 
for sale than buyers are in need of. To import the excess in gold 
would involve costs due to: (i) Charges for freight and insurance, 
(2) loss of interest on the money while in transit, (3) loss from abrasion 
of the soft metal in handling, and (4) brassage or other fees at either 
end for exchanging money for gold or vice versa. To avoid these costs, 
the holder of a bill will be willing to sell it for a little less than par. 
The low rate stimulates the sale of the bills to dealers who buy them 
in the hope that the situation will change so as to cause a rise in tlieir 
value. If, on the other hand, the demand for bills exceeds the supply 
of them, buyers will be willing to pay a little more than par, rather 
than go to the expense of shipping specie to their creditors. Foreign 
exchange will then rise to a premium. In this way the price ol ex- 
change fluctuates now above, and now below par, according to cir- 
cumstances. 

The Gold-Shipping Points. — So long as any excess of demand for 
or supply of bills of exchange is only temporary, the premium or dis- 
count on foreign exc.hange will be small, and will tend soon to return 
to par. If, however, the condition is permanient, the premium will rise 
so high, or the discount fall so low. that it is cheaper to ship specie out 
of or into the country than to pay more or accept less for the drafts, 
as the case may be. If an exporter has to sell his bill of exchange at a 
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price so low that he loses more than the cost of importing the gold 
which it can command abroad, he will ordinarily choose the latter 
course. The cost of importing gold, therefore, marks the point beloxv^ 
which the discount on foreign exchange cannot fall, so long as the 
gold standard is adhered to. This point is known as the gold-importing 
point. When a nation’s credits abroad are not offset even by the 
processes of triangular exchange, foreign bills will fall to this price, 
and gold will begin to flow in. Similarly, if the premium on foreign 
exchange rises so high that it equals the cost of exporting the gold 
necessary to settle American debts abroad, the gold will flow out, 
and exchange will rise no further. This is called the gold-exporting 
point. The two points are known collectively as the gold-shipping 
points, or simply the gold points. It will be noted that they are de- 
termined by the cost of shipping gold, and they mark the limits be- 
yond which the premium or discount of exchange cannot go, so long 
as both countries are on a gold standard. This cost is small. It costs 
less than a cent to ship a dollar’s worth of gold across the Atlantic. 
Hence, fluctuations in exchange rates between gold standard coun- 
tries are normally slight. 

Exchange Rates Under the Silver Standard. — All that has been 
said about rates of exchange between two countries, both of w^hich 
have a gold standard, will apply with equal force to two countries 
which have a silver standard. The par of exchange between two such 
countries will be determined by the relative amounts of pure silver 
in their standard monetary units, and market rates of exchange will 
fluctuate about this par within the limits of the silzfer-shipping points, 
which will be determined by the cost of shipping silver, in the man- 
ner explained for gold. 

Between two countries, one of which has a gold money standard, 
the other a silver standard, somewhat different principles apply. In 
this case the rate of exchange depends largely on the relative values of 
gold and silver. A bill of exchange on the silver standard country is 
worth to the holder (in the gold standard country) only what he can 
obtain in gold for the silver which it represents. This might be called 
the par of exchange, but it is not a stable ratio, for the price of bills in 
this case will fluctuate directly with the price of silver. If silver goes 
up in the metal market, the rate of exchange on the silver standard 
will rise; if silver goes down, the rate of exchange will fall. The con- 
verse will be the case with exchange upon the gold standard country, 
offered for sale in the country with the silver standard- In addition 
to the effects of the changing price of silver, exchange rates in these 
cases will be subject to all the other influences which ordinarily affect 
the demand and supply of foreign drafts. 
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Exchange Rates Under Nominal Money Standards, Purchasing 
Power Parity. — The foregoing principles were formerly of world- 
wide application, for, until recently, gold standard monetary systems 
were effective almost everywhere, except for a few countries in the 
Orient and Latin-America, whose currencies were based upon silver. 
However, with the evolution of monetary systems away from com- 
modity standards towards nominal standards, the influence of gold 
and silver upon rates of foreign exchange is waning. 

We can get at the influences which determine rates of exchange un- 
der nominal monetary standards by considering the case of two coun- 
tries, each of which is assumed to have a paper standard, but in which 
the monetary system is so managed as to maintain reasonable stability 
of the price level, avoiding any inflation of the currency. Let us sup- 
pose that these two countries are the United States and England, hav- 
ing, as their standard monetary units, a paper dollar and a paper 
pound, respectively, both units being entirely unrelated to any metal- 
lic base. Under these conditions, a bill of exchange on London would 
represent a claim to paper pounds which would not be generally ac- 
cepted in payment for goods outside of England. Therefore, their 
only value to a foreign holder would be derived from the goods which 
they might purchase in Great Britain. The value in American money 
of the English goods it would buy would then afford a rough basis on 
which to compute the value of the bill itself. If, for instance, /^nooo 
would buy goods in England w^hich would be worth $3,000 in this 
country, £\ ought to be worth $3.00, less the cost of transporting the 
goods. Similarly, the value in London of a bill of exchange on New 
York ought to be worth approximately as much as the value, in Eng- 
land, of the goods which the American dollar would buy in this coun- 
try. This is the reciprocal of the previous case (that is, $1.00 == jTVs); 
for if the goods purchaseable with £\ in England will bring $3.00 
here, the goods purchasable with $1.00 in the United States will bring 
only £■% in England (less transportation costs in both cases). From 
this it would appear that the normal value of the two moneys in 
terms of each other would be determined by the ratio between the 
average prices in the two countries of those commodities which 
enter into international trade. This point will be further explained. 

We learned in a previous chapter that there is a general level of 
-prices which can be measured by means of index numbers. A similar 
index can be constructed in each country to measure the average 
prices in it of international goods — that is, of those goods which enter 
into international tiade. According to the reasoning just developed, 
the value of one paper monetary unit in terms of another would 
normally be equal to the ratio between these two indexes. In other 
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words, if the average price of a representative group of international 
goods in the United States, measured in dollars, is three times as high 
as the index of international commodity prices in England, measured 
in pounds, the normal rate of exchange between the two countries 
should be =$3.00. A similar calculation would giv'e the normal 
ratio between the currencies of any other two countries with nominal 
monetary standards. This norm is usually called the purchasing power 
par of exchange. 

Just as market rates of exchange under gold standard conditions 
fluctuate about their gold pars, so will market rates under nominal 
standards fluctuate about their purchasing power pars. For instance, 
increases in demand for London exchange, from any cause {e.g,, from 
increasing imports), will tend to pull the rate up; decreases in de- 
mand {e.g., from declining imports) to pull it down. This case differs 
from the case of specie standards in that there are no gold- or silver- 
shipping points to limit the extent of the fluctuations; therefore, 
deviations from purchasing power par may be quite wide. We shall 
learn presently, however, that such deviations tend to be corrected 
in time, for they bring reactions in the international movement of 
goods which pull the rates back toward their normals. 

If the paper monetary system in one or both countries is not well 
managed, so that inflation is going on, a new and very uncertain factor 
is introduced into the exchange market. A bill of exchange on a 
country which is inflating its currency is a claim of somewhat dubious 
nature, for it is one which is likely to depreciate considerably in value 
before it can be collected and exchanged for foreign merchandise. 
The prospective purchaser of such a bill has no way of knowing how 
much it will depreciate, because the progress of inflation is usiially 
erratic. Furthermore, there is always the possibility that, after inflation 
has run its course, it may be followed by a deflation which will cause 
the claim to appreciate considerably. There is even the possibility that 
the inflating country will presently tire of the vicissitudes of a badly 
managed paper currency, and return to a specie standard. Under these 
conditions, the market for foreign exchange is dominated by specu- 
lative factors. These overshadow all other influences so greatly tliat 
the stabilizing effect of purchasing power parity is not apparent, and 
the foreign exchange market is chaotic. Heretofore in the world’s 
history, paper standards have usually been resorted to only under 
inflationary conditions; therefore, our experience with foreign ex- 
change under nominal standards has mostly been of the erratic char- 
acter here described. However, there is no reason, in principle, why 
paper monetary systems could not be managed in such a way as to 
maintain a fairly stable level of prices. Were this done, exchange rates 
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with nominal standards would fluctuate only moderately about their 
purchasing power parities. In the future, we are likely to see a develop- 
ment in this direction. 

Speculation and Arbitrage in Foreign Exchange. — It has been 
pointed out that dealers in foreign exchange perform important func- 
tions as middlemen, who facilitate the exchange of goods for goods 
between countries. We have seen that they make a profit by selling 
their bills for a slightly higher price than they pay for them. They are 
also speculators, who attempt to forecast future changes in exchange 
rates and to make a gain therefrom. For instance, if they think that 
the rate of exchange on any country is going to rise, they will buy up 
as many bills on that country as their , judgment ajid resources de- 
termine, remit them to their foreign correspondents, and keep the 
funds so collected on deposit there. They are then in a position to 
supply bills on that country at the higher rate which comes to pre- 
vail later, if their expectations are realized. So, like the speculators 
in commodity markets, they profit from price fluctuations. There is a 
further opportunity to make gains by transferring funds from coun- 
tries where low rates of interest prevail, temporarily, to countries 
where higher interest can be obtained. Funds are frequently trans- 
ferred from one part of tlie world to another to take advantage of 
such conditions, thus tending to equalize interest rates from one 
financial center to another. They also profit by differences in ex- 
change rates which may be quoted simultaneously in different coun- 
tries. For instance, it British exchange is at a discount in New York 
at the same time that it is selling at a premium in Brazil, foreign ex- 
change dealers can buy up British bills in this country, and sell Lon- 
don drafts on the same day (by cable) in Rio de Janeiro. The !)ills 
bought here, when transmitted to London, will provide funds to nic^et 
the drafts sold in Rio de Janeiro. In so doing, they not only make a 
profit for themselves, but they facilitate the triangular exchange of 
goods which was described in an earlier paragrapli. This proc ess of 
making a purchase in one market simultaneously with a sale in an- 
other is known as arbitrage. Since very slight inconsistencies in the 
rates prevailing in different financial centers are sufficient to give 
rise to arbitrage transactions of this kind, tlie inconsistencies are c or- 
rected before they become great. As a result, exchange c|uotations 
throughout the world are kept in close correspondence. 

Dealing in foreign exchange has come to be a very specialized busi- 
ness, requiring great shrewdness and skill. Those whc:> are engaged 
in it watch very closely the rates of exchange and interest whicl) are 
prevailing throughout the world, and they shape their operatic^ns 
accordingly. They have complete sources of information wliich give 
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them exchange quotations all over the globe, and they have facilities 
for transferring funds quickly by cable. They make their profits from 
very small fluctuations in exchange and interest rates. It is a very 
speculative business, which calls for great cleverness. These dealers 
perform a useful function in our industrial system by aiding in the 
international exchange of goods. 


B. The Balance of International Trade 

The Items of Trade. — The commerce that goes on between the 
nations of the earth is very varied in character. We have already con- 
sidered one example, in which a commodity (cotton) was exchanged 
for another commodity (cutleiy), and a second, in which a commodity 
(cotton) was exchanged for a service (hotel and railway facilities). 
There are many other transactions involving either commodities or 
services, and others which belong in separate categories. All these trans- 
actions are generally classified into two broad groups, known as visible 
items and invisible items, respectively. These can be further subdi- 
vided as follows: 

A. Visible items. 

(1) Commodities. 

(2) Monetary metals. 

B. Invisible items. 

(1) Services, 

(2) Investments, and the earnings therefrom. 

(3) Other monetary transfers not in payment for goods. 

The visible items consist primarily of commodity exports and im- 
ports. Every nation of advanced development has coming into its ports 
or across its borders, daily, a continuous flow of foreign products, and 
is sending out various domestic products to be sold abroad. The United 
States imports coffee, tea, rubber, silks, woolens, and many other 
products; it exports wheat, cotton, automobiles, agricultural imple- 
ments, etc. Similarly, throughout the world there is going on a steady 
interchange of commodities. These items are called visible because 
their tangible character makes them easily counted and measured, so 
that their movements can be readily followed and recorded. A cargo 
of merchandise cannot easily be brought into a port without its pres- 
ence becoming known. Usually there are customs officials whose busi- 
ness it is to follow such cargoes for the purpose of levying duties, 
particularly in the case of imports. Hence, oflicial statistics of com- 
modity movements in international trade are available so that we 
can know with considerable accuracy their nature and amounts. 

Imports and exports of the precious metals (gold and silver), while 
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included in the visible items, are listed separately because of the im- 
portance which they have in monetary use. They are exported and 
imported not solely for use as commodities, but chiefly to pay inter- 
national balances where there is not a complete offsetting of goods 
against goods. 

The invisible items are so called because they are less tangible in 
character and not so easily traced as the visible items. The services 
which are listed under this heading consist partly of freight and 
shipping charges for carriage of merchandise. For instance, a Scandi- 
navian steamer may bring a cargo of French cosmetics to an American 
importer. Here is a service performed by the foreign shipowners for 
the American business men. For this the shipowners must be paid. 
Freight charges will then appear in the foreign trade account of the« 
two countries concerned. This is an item of considerable magnitude 
to countries with a large merchant marine, such as Great Britain, Nor- 
way. Sweden, and the United States. Another important service con- 
sists ot traveling expenses, Americans do a great deal of traveling in 
other parts of the world. In the course of their journeys they must 
purchase steamship and railway tickets, hotel accommodations, the 
services of guides, souvenirs, and what not. These expenses are items 
in our international trade similar to the purchase of commodities; 
we must pay the foreigners for the traveling facilities which we buy 
from them. Wherever there is travel between two different nations, 
items of this sort will appear. Insurance is another invisible service. 
Insurance companies have customers in foreign countries; marine in- 
surance, in particular, is of an international character. Such concerns 
as the famous Lloyds, in England, have built up great businesses 
throughout the world. These insurance companies receive payment 
of premiums from foreign clients, and they pay benefits to foreigners 
who sustain losses. Bankers' and brokers' com^missions for services 
performed for toreign customers must also be mentioned. 

One of the most important invisible items consists of foreign in^ 
vestments and the earnings therefrom. Persons of wealth frequently 
find it advantageous to invest some of their savings in the stocks and 
bonds of foreign corporations, or in the bonds of foreign governments. 
They must make payments abroad lor these purchases. II their in- 
vestments are profitable, these persons will subsequently receive pay- 
ments ol interest and dividends on the foreign securities they hold. 
So. payments become receivable from foreign corporations and gov- 
ern men ts. 

In addition to these items, there may be other transfers of a mone- 
tary character. The most important of these will be personal remit- 
tances to toreign lands. In the United States, the presence ot great 
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numbers of immigrants makes this item of considerable volume. Many 
of the aliens who come to our shores are thrifty. They save a con- 
siderable portion of what they earn and send funds home — perhaps 
to pay passage for bringing their families over here, or, maybe, to 
establish a nest egg with which to retire in later years, when they may 
expect to go back to their native countries. Since immigration to this 
country is now greatly restricted, this item is dwindling in importance. 
On the other hand, there is another item of a similar nature which is 
increasing. With disturbed economic and political conditions abroad, 
many-people find it advantageous to transfer their funds from foreign 
countries to the United States. This means that they have assets abroad 
which they wish to sell for drafts on America, which drafts they will 
convert into assets in this country. These transactions, which are 
known as a “flight of capital,” will presently be described more fully. 
Finally, philanthropic contributions sometimes constitute important 
items in international finance. At the time of the great earthquake in 
Japan, we sent a substantial sum to that country to assist them in the 
work of reconstruction. After the first World War, we sent huge sums 
to Europe to help feed starving people in the war-torn countries, and 
to assist in the work of reconstruction. 

Every one of these items gives rise to either a supply of, or a demand 
for, foreign bills of exchange. Whenever people in this country have 
claims on foreign debtors- — for commodities, services, or securities 
sold to them, or for any other reason — there will arise, either a supply 
of foreign bills in this country, or (what amounts to the same thing) 
a demand for American bills in foreign countries. Whenever Ameri- 
cans have payments to make to creditors abroad, for any reason, there 
will arise, either a demand for foreign bills in this country, or (what 
amounts to the same thing) a supply of American bills in foreign 
countries. It follows that every one of the items above listed exercises 
an influence on exchange rates. Just how these influences work will 
become clearer as we proceed. 

The International Balance Sheet. — As a result of all these opera- 
tions, business men in each country are continually entering into 
transactions, some of which give rise to incoming, others to outgoing, 
payments. The sums which are receivable from these transactions may 
be regarded as credits, and the sums payable as debits. It is possible to 
draw up an account of these credits and debits in the form of a bal- 
ance sheet, which will show the state of a country’s foreign trade dur- 
ing any particular period of time. Such a balance sheet for the United 
States is shown on the following page. The classification of items differs 
in some details from that given in the paragraph above, but has been 
made to conform to it as closely as the official figures permit. 
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The balance sheet shows very nicely how the business of inter- 
national trade is carried on with a minimum amount of cash. The 
total exports and imports of gold, silver, and paper money combined 
were only a little over four billion dollars; yet the total transactions 

The United States in Account with the Rest of the World {1939) ^ 

Credits 

Visible Items ( 

Commodity exports and imports .... 

Gold movements 

Silver movements 

Invisible Items 

Services 

Freight and shipping charges 

Travel expenditures * 

Government transactions 

M iscellaneous services 

Investments, and earnings therefrom 

Long-term investments 1,624 

Short-term banking funds (net) . 

Interest, dividends, etc 

Miscellaneous capital accounts . , 

Paper currency movements 

Other monetary transfers 

Personal remittances 

Institutional contributions 

Residual balance 1,0^7 

Totals 


n millions of dollars) 

or Debits 

$3,241 

12,362 

+ 879 

535 

3^575 

— 3,040 

14 

85 

- 71 

125 

249 

— 124 

170 

469 

— 299 

32 

9S 

-64 

147 

59 . 

-f- 88 

1,624 

1,510 

+ 114 

1,116 


+ 1,116 

531 

211 

+ 320 

69 


•+- 69 

130 

13 

4- 117 

45 

144 

- 99 


43 

- 43 

1,037 


+ 1.037 

$B,bi6 

$8,816 



1 The figures are adapted From the report of the United States Department of Com- 
merce, entitled The Balance of Inlernational Payrnen/s of the United States in IQ39. 
T he meaning of most of the items has been made clear by the preceding discussion, l>ut 
the following additional explanations may be helpful. 

Governtnent transactions include payments and receipts on account of armed forces, 
diplomatic and consular agents abroad, Panama Canal lolls, and a few other items. 

Miscellaneous services include insurance payments, motion picture royalties, cable 
charges, patent fees, etc. 

Long-term investments represent chiefly (on the credit side) foreign purchases of 
American stocks and bonds (constituting new foreign investments in this country), and 
repavnient of principal fry foreigners on their past borrowings (e.g., sales of bonds) here. 
On the debit side they represent new American investments abroad (purchases here of 
foreign securities), return to foreigners of their past lendings here (maturing bontls), 
and resales in this country of American securities formerly held by foreign investors. 
Sales and purchases of properties not represented by security issues (e.g., real estate) 
are also entered under this item. 

Short'teim hanking funds represent, in considerable part, bank deposits transferred 
to this country to escape disturbed political and economic conditions abroad (see the 
paragraph on “The Plight of Capital” later in this chapter). They also represent funds 
transferred to take advantage of higher interest rates in the courrtry to which they go, 
for speculation, or lor other purposes, and short term credits extended to importers by 
exporters, who accept the promissory notes of the former in lieu of immediate pay- 
ment lor goods 

Paper curiency movements consist primarily of American paper money taken abroad 
to be hoardtd in countries where di.Miirbed political and monetary comlitions make 
local investments ot bank deposits unsafe. Foreigners put their assets into United States 
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carried on in this year exceed fifteen billions. The commodity and 
service items alone amounted to nearly seven billions. This was ac- 
complished by the offsetting of debits against credits, through the use 
of bills of exchange. The account serves also to demonstrate a v'ery 
fundamental and much misunderstood truth. It is that a nation pays 
for the goods it buys by means of the goods it sells. To reverse the 
statement, a nation receives payment for the goods it sells in the form 
of the goods it buys. International trade is a mutual exchange of com- 
modities and services, the nations of the world simply trading products 
with each other, through the mechanism of foreign exchange. 

It will be noted that all items on the credit side of the ledger, both 
visible and invisible, tend to cause money payments to be made to the 
United States. This is as true of such things as freights or interest re- 
ceivable as it is of commodity exports. For this reason all the invisible 
credits are sometimes referred to as invisible exports, because they are 
analogous to commodity exports. Similarly, the invisible debit items 
are sometimes referred to as invisible imports, because, like com- 
modity imports, they tend to cause money payments to be made from 
the United States to foreign countries. 

Factors Affecting the Rate of Exchange. — We are now able to 
see in detail what are the factors which determine prevailing rates of 
exchange between two countries. Every item on the credit side of 
the above balance sheet represents claims by persons in this country 
against parties located in foreign countries; hence, it results either in 
a supply of foreign bills offered for sale in the United States, or a de- 
mand for American bills in some foreign country. Every item on the 
debit side of the account represents a claim on the part of someone 
abroad against someone in this country; therefore, it causes either a 
demand for foreign exchange here, or a supply of American exchange 
abroad. If the credits exceed the debits, the supply of foreign exchange 
here will exceed the demand for it, and rates of foreign exchange will 
fall to a discount; if the debits exceed the credits, the demand for 
foreign bills will exceed the supply, and rates of foreign exchange 
will rise to a premium. How far the rates will move depends upon 
how great is the discrepancy, and how long it lasts. If the deviations 
are moderate and temporary, speculators in foreign exchange may 
take care of the excess or deficiency, and their activities may exert a 

currency so as to hold something of stable value. This item also includes paper money 
brought into the United States by refugees. 

Personal remittances comprise funds -brought here by immigrants and returning 
Americans, and sums sent abroad by immigrants and resident aliens. 

Institutional contributions consist of sums spent in relief work abroad, missionary 
expenditures, etc. 

The residual balance comprises a substantial volume of unidentified loan transac- 
tions, as well as the net result of possible errors and omissions in the other estimates. 



426 PRINCIPLES OF ECONOMICS 

stabilizing influence on the market; if the discrepancy is great or of 
long duration, rates of exchange may move to the specie-shipping 
point, if a specie standard prevails, or may fluctuate more widely, if a 
nominal monetary system is in effect. 

Back of the items in this balance sheet lie more fundamental fac- 
tors. Behind the commodity and service transactions are the under- 
lying conditions of supply and demand for goods — the world dis- 
tribution of resources and the demand in each country for the 
products of other countries. Behind the investment items lie the dis- 
tribution of savings throughout the world, and the prospects for profit- 
able investment in the different nations. The rate of interest prevail- 
ing from country to country is an important barometer of these two 
factors. In the last analysis, it is such fundamental things as these that 
determine the tiansactions of international trade, and it is these 
transactions which determine the rates of exchange. We shall learn 
more about these basic influences as we go on, particularly in the fol- 
lowing chapter. 

The Long-Run Balance of Trade under Nominal Money Stand- 
ards. — In the international balance sheet for any particular year, 
there will not be a perfect offsetting of debits against credits, except as 
a trick of bookkeeping. Of course, the two sides of the account can al- 
ways be made to look in balance, by entering any exc'ess of credits as 
accounts receivable, or any excess of debits as accounts payable. In 
the balance sheet given above, the “short-term banking funds” and 
“residual balance” were resorted to for this purpose. But the essen- 
tial fact is that total sales of commodities, services, securities, etc., 
may not be completely offset in any one year by total purc hases, and 
the difference may not be immediately settled by payments in specie. 

Over longer periods of time, however, there is a tendency for the 
accounts to balance; for, exc ept on those oc'casions when we prefer to 
give goods away (as we sometimes do for foreign relief work), we ex- 
pect to receive payment in one form or another for what we sell or 
lend, and, by the same token, we expect to make payment for what we 
buy or borrow. Therefore, if there is any excess of credits or debits 
for the time being, the balance must eventually be settled somehow. 

The difference can conceivably be paid in money, if there is any 
(such as gold) which is internationally acceptable: but in the long run 
it will not be, for reasons which will presently be explained. And if 
there is no international monetary standard (which will be the case 
with inconvertible paper) it cannot be settled in this way. Hcjw, then, 
can equilibrium of trade be effected? 

The secjuenc'e of causation is simplest in the case of nominal mone- 
tary standards; therefore, let us begin with those. Let us suppose that 
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the United States has a managed paper currency, without any specie 
basis, and that it has an excess of credits over debits in its international 
accounts. We then have a net excess of claims receivable from abroad 
which cannot be offset by claims of foreigners against us. Under these 
conditions, foreign exchange will fall to a discount in this country, 
and American exchange will rise to a premium abroad. This means 
that Americans can buy more British pounds, French francs, or other 
foreign moneys, for a given number of dollars, than they formerly 
could. With prices abroad at given levels, it will now be possible to 
buy more foreign goods for a given expenditure in dollars than could 
be bought before. Foreign merchandise being cheaper, in terms of 
our currency, our effective demand for it will increase, and our im- 
ports will therefore expand. To the foreigner, however, American 
money is dearer than before, because American exchange has risen 
to a premium in, foreign markets. British pounds or French francs 
will buy fewer American dollars, and so, fewer American goods. Since 
American goods are now dearer to foreign buyers, their effective de- 
mand for our products will be less, and our exports will decline. Our 
growing imports increase our debits, while our declining exports re- 
duce our credits, until the excess of the latter disappears. Credits and 
debits will then balance, and trade between this country and abroad 
be in equilibrium. Exchange rates now return to their purchasing 
power parity, and nothing further is to be gained or lost by further 
trade adjustments. 

If we have an excess of debits, instead of credits, exactly the op- 
posite sequence ol events will take place. There will be a demand for 
foreign bills in excess of their supply; foreign exchange in this coun- 
try will rise to a premium, and American exchange will be at a dis- 
count in foreign countries. This will make foreign goods dearer to 
Americans, and American goods cheaper to foreigners. We will buy 
less of foreign goods, foreign countries will buy more of our goods; 
hence, our debits will decline and our credits will increase, until bal- 
ance is achieved. 

From this reasoningit follows that an excess of credits or debits sets 
in motion forces which tend to wipe it out. Therefore, we may con- 
clude that the credits and debits of a nation tend toward equality. This 
reinforces the statement, previously made, that we pay for the goods 
we buy by means of the goods we sell; or, to put it somewhat more ac- 
curately, we pay for the goods we buy and the sums we borrow by 
means of the goods we seH and the sums we loan. International trade 
is reciprocal. 

The Long-Run Balance of Trade Under Specie Standards. — If a 
gold or silver monetary standard prevails, the same result will be at- 
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tained, but in a less direct manner. Let us begin, as before, with 
the assiimption that our country has a continuing net balance of ac- 
counts receivable, and with the added condition that automatic gold 
standards prevail in the trading countries. (The same principles would 
apply in the case of silver standards.) Because of our excess of credits, 
the supply of bills on the countries with which we deal will exceed the 
demand for them, and rates of exchange will fall to our gold import 
point. For the time being we will be paid in gold for the balance due 
us. This gold will go into our monetary reserves. We know, from the 
analysis of the automatic gold standard in an earlier chapter, that this 
increase in the reserves will be likely to increase the price level heie, 
sooner or later; for it will encourage an expansion of bank deposits, 

and so raise the value of MV, in the equation of exchange (P 

Meanwhile, the outflow of gold from the countries which are sending 
it to us is likely to cause a fall in prices there. With prices rising here 
and falling elsewhere, we become a poor country in which to buy and 
a good one in which to sell. Hence, our exports begin to decline and 
our imports to increase. If undisturbed by other factors, this will go 
on until exchange is brought back to par and specie no longer flows 
into this country. A balanced state of trade has been produced once 
more, so that our sales abroad just equal our purchases. 

If we had a continuing excess of debits instead of credits, the chain 
of events would be in the opposite direction. The demand for foreign 
exchange in this country with which to settle our adverse balance 
would force the rate up to our gold export point, and gold would flow 
out of this country into the countries where the balances were due. 
Our price level would fall and their price levels would rise. As our 
goods became cheaper, they would buy more from us, and, as their 
goods became dearer, we would buy less from them. So, our exports 
would increase and our imports would decline, until a balance of 
debit and credit items was restored. 

These effects may not be immediate. If gold happens to flow into 
this country in a period of business recession, prices may not rise at 
‘first, because it may take more than an increase in our gold reserves 
to turn a down-swing of business into an upward movement. If condi- 
tions are not ripe for business expansion, the mere fact that a larger 
monetary base is available will not suffice to produce an expansion of 
bank deposits. Likewise, an outflow of gold in a period of prosperity 
might not lead to an immediate fall in prices; the expansionary move- 
ment of business would not necessarily be checked, unless it had 
reached the point where the outstanding volume of credit had re- 
duced the ratio of bank reserves to almost its minimum. In the long 
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run, however, a continuing excess of debits or credits in the inter- 
national trade balance would almost certainly work out as indicated, 
for, under an automatic gold standard, the average monetary circula- 
tion over a period of years does respond to the size of the gold re- 
serves upon which the monetary structure is built.- 

It is not quite so clear how the effects of gold movements would 
work out under the kind of managed monetary systems which now 
prevail throughout most of the world. However, even under these 
circumstances, it seems probable that a continuing credit or debit bal- 
ance must sooner or later lead to the same results as in the two cases 
we have already examined. Suppose, for instance, that we have a credit 
balance which brings gold into the United States, but that the gov- 
ernment does not wish to allow this gold to influence the price level. 
This is indeed a condition w^hich has prevailed in recent years. In 
such a case, the government must be prepared to buy up all the gold 
brought in from aj^road, and, if it does not propose to issue money 
against it, it must pay for it out of receipts from taxes or loans. This 
would be a very costly policy to continue indefinitely. It is, there- 
fore, only a temporary expedient. If the government does not wish to 
do this, it can exclude the gold from the monetary system by refusing 
to purchase it at all. This would destroy the gold pars of exchange 
(which rest on the convertibility of the gold currency of one country 
into that of another) and so bring into play the influence of widely 
fluctuating exchange rates, which, in turn, would permit the opera- 


2 Certain qualifications to the above analysis must be made: 

(1) Where a nation has gold mines of its own, gold may become one of its regularly 
exported products. The continual addition of gold to its monetary reserves tends to 
lower the purchasing power of the metal there, causing higher prices. Having greater 
purchasing power abroad, the gold is shipped out of the country in purchase of goods. 
Such a nation will normally have an excess of imports over exports (of goods other than 
gold), exporting the gold to make up the difference. 

(2) Temporary settlement of international balances is sometimes effected by the ship- 
ment of securities, instead of gold. If the United States has an excess of credits in its 
relations with England, British bankers or governmental authorities (desiring to pro- 
tect their monetary reserves against loss of gold) may decide to settle the balance by 
buying up American securities held in England and sending them to this country for 
sale, instead of sending gold here. The effect is to create an offsetting item on the 
international account which may restore the balance of payments. The securities which 
are sold on the American market give the British American currency with which to 
settle their obligations here. 

(3) If, for some reason, foreign importers are having difficulty in settling their obli- 
gations to American exporters (or vice versa), the latter, rather than see their sales 
abroad decline, may decide to sell to the foreigners on credit, accepting promissory 
notes in lieu of payment. This creates a debit item on our account (short-time loans 
abroad) which balances the trade for the time being. However, this cannot offset a 
long continuing excess of credits; for, as the loans become due, unless they are re- 
newed indefinitely, some way of paying for the goods bought must be found. 

(4) Finally, an item on one side of the account (e.g., a loan) may sometimes give rise 
to an offsetting item (e.g., commodity exports) directly, w’ithout the movement of ex- 
change rates or the shipment of gold. This will be explained more fully in a later 
paragraph. 
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tion of the balancing mechanism which was described for nominal 
monetary standards. The writer does hot know of any case where 
governments with managed gold currencies have refused to accept 
gold into their monetary systems; but the opposite case, of refusing 
to allow gold to be shipped out in payment of debit balances, has 
frequently been resorted to in recent years. To the extent tliat this is 
done, it again upsets the gold pars of exchange and permits wide fluc- 
tuations of exchange rates to operate. We shall have more to say about 
the machinery of exchange control in the following chapter. 

The Effects of Long-Term Investments. — The making of long- 
term investments abroad has interesting and important effects upon 
the international balance of payments. When capitalists in one coun- 
try invest in stocks, bonds, or mortgages in another country, the effect 
on the trade balance of the former is the same as though goods had 
been imported — the investors must make payments abroad for the 
securities they have bought. For instance, if English investors pur- 
chase United States Steel common stock, they must put London funds 
at the disposal of the seller, and so create a supply of British ex- 
change in the United States, or they must buy American exchange in 
London with which to make payment. So, the transaction becomes a 
credit one for the United States and a debit one for England, for the 
time being. Later, if the investments prove profitable, the debit and 
credit relations will be reversed; for, if dividends are declared on the 
stock, payments must be made by the United States to the English in- 
vestors, and this creates a demand for British exchange in this coun- 
try. or a supply of American exchange in England. Likewise, if the 
Britishers have bought bonds instead of stocks, the bonds expire in 
time, so that they must eventually be repaid. This will constitute a 
debit item on our trade account, creating' a demand for British ex- 
change in this country. If the investments were made by Americans 
in British securities, the entire chain of events would be in the opposite 
direction. From this it appears that international investments first 
create debits for the investing country and credits for the country 
which is receiving funds, but later bring about a reversal of these 
results. 

In the total investment account of any nation at a given time, there 
will be a balance one way or the other which has important effects 
upon its other items of trade; for we know that an excess of credits 
or debits for any one item or set of items tends to produce offsetting 
transactions in some other aspect of its trade relations. In connection 
with investment accounts, four cases (or stages) can be distinguished, 
which are commonly known as the immature debtor stage, the ma- 
ture debtor stage, the immature creditor stage, and the mature creditor 
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stage, respectively. These can be illustrated by the history of the 
United States. 

In the first few decades of our existence as an independent nation, 
we had few manufacturing establishments and not much financial re- 
sources xvith which to establish them. On the other hand, our po- 
tentialities for future industrial development were so good that for- 
eign capitalists were glad to invest in our young enterprises. Hence. 
European (especially British) funds were offered freely in purchase 
of American securities. The aggregate was so large as to constitute an 
important credit item on our international balance sheet, which 
persisted for some decades. This credit balance (through the mecha- 
nism described above) made it advantageous for us to purchase for- 
eign goods, which we did in corresponding quantity. As a result, 
during this period we had an excess of merchandise imports over ex- 
ports. In other words, the foreign investments actually took the form 
of commodities and services supplied to this country. The nation 
which thus has a large credit balance on its investment account, aris- 
ing out of funds currently being invested in it from abroad, is said to 
be an immature debtor nation — immature, because it is not yet pay- 
ing back enough in the way of interest, dividends, or maturing princi- 
pal to outweigh its receipts of new investment funds. 

Our country remained in this position until 1873. By that time 
the volume of interest, dividends, and maturing principal, due to 
foreign capitalists for their previous investments here, had grown so 
large that it now exceeded the sums receivable from new investments 
made by foreigners in our industries. A country in this stage is said 
to be a mature debtor nation, because it is now paying back more 
than it is currently borrowing. These return payments constitute a 
debit item on its balance sheet, which gives the foreign creditors 
claims on this country. These claims give rise to offsetting credit 
items, which are most likely to take the form of commodities or serv- 
ices sold abroad. Therefore, such a nation usually exports more com- 
modities and services than it imports. If the student has followed the 
above explanation of the mechanism by which the balance of inter- 
national payments is attained, he will understand how this is brought 
about. It is interesting to note that in 1873 our commodity exports 
exceeded our imports for the first time, and we continued to have a 
surplus of exports for many decades thereafter. 

At the time of the first World War we became an immature creditor 
nation. Our capitalists had now grown so wealthy that they could 
help meet the needs of the Allied countries in Europe for funds with 
which to finance the conflict. American investors bought heavily of 
Allied government bonds; and, following the war, they continued to 
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invest in European securities, because foreign governments and enter- 
prises could not finance the work of reconstruction from their own 
resources, and were glad to avail themselves of American savings. 
These investments put at the disposal of the foreign borrowers claims 
on American funds, which constituted a large debit item on our bal- 
ance sheet. To offset this there was an expansion of other items on tlie 
credit side. These took the form of a continuing excess of commodity 
exports. In 1941 we were still in the immature creditor position, our 
loans abroad exceeding current receipts from past investments. It will 
be observed that this is the exact opposite of the immature debtor 
position. 

If we ever receive the returns of interest, dividends, and maturing 
principal which would normally be expected to accrue Irom our huge 
foreign investments (but which may never be forthcoming) we -would 
then pass into the mature creditor stage, where incoming receipts on 
investment accounts would exceed outgoing payments lor current new 
investments. We would then presumably experience a reversal of the 
other items in our balance sheet, particularly an excess of commodity 
imports over commodity exports. The only reason this has not already 
occurred is that the European governments defaulted on their debts 
to us. An example of a mature creditor nation is afforded by Great 
Britain, which for many decades prior to the first World War had a 
large excess of imports over exports because of its previous foreign 
investments. Her leturn on these investments came to her in the form 
of foodstuffs and raw materials received from her colonies and otlier 
foreign countries. 

We see, then, that immature debtor nations and mature creditor 
nations both tend to have an import balance of goods, while mature 
debtors and immature creditors tend to have an export balance. 

^‘Favorable” and “Unfavorable” Balance of Trade. — During the 
latter part of the eighteenth century, there prevailed in Europe an 
economic philosophy known as Mercantilism, which held it to be 
good policy for a nation to encourage exports and discourage imports, 
so that it might have a credit balance which would be paid in gold or 
silver. The Mercantilists believed that this was advantageous, because 
they considered the precious metals more important than other forms 
of wealth — partly because they had confused notionsabout wealth and 
money, and partly because the period was one in which money was 
becoming increasingly important, for it was a time when local self- 
sufficiency was giving way to national and international commerce. 
As a result of this philosophy, a balance of commodity exports over 
imports was termed “favorable,” and a balance of imports over ex- 
ports was called “unfavorable.” 
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We now know that an excess of commodity exports does not neces- 
sarily bring in money, for it may be offset by invisible items on the 
opposite side of the balance sheet; in fact, this is more often the case 
than not. We also know that, under present circumstances, it is 
usually of no particular advantage to a country to have large quantities 
of money — increasing quantities of money inflate the currency, raise 
prices, and promote business disturbances. Hence, the philosophy of 
Mercantilism is no longer adhered to by well-informed persons: but 
the phrase “favorable” balance of trade still persists to describe that 
situation in which a nation’s credits exceed its debits, and “unfavor- 
able” balance when the reverse situation prevails. Sometimes the 
phrases are applied only to the commodity items; but at other times 
they are used with reference to the balance of payments as a whole. 

So general is this usage that the terms are commonly employed 
even by economists. However, the student should be on his guard 
against misinterpreting them; he must not assume that a so-called 
“favorable” balance is in fact any more advantageous to a country 
than an “unfavorable” one. In this book the confusion has been 
avoided by using the terms credit balance and debit balance, re- 
spectively. 

Further Observations on the Balance of Payments. — The discus- 
sion of the foregoing paragraphs has established the principle that the 
credit and debit items in a country’s balance of international pay- 
ments tend in the long run to be equal. It follows that a permanent 
change in any one of the items of trade tends to provoke repercus- 
sions which bring about a compensating change in one or more of 
the other items. For instance, we saw that when the United States 
changed from an immature debtor to a mature debtor position, its 
excess of commodity imports gave way to an excess of commodity 
exports. In the past, writers on international trade have been very 
much inclined to emphasize the commodity items as the ones which 
are most likely to be affected by these influences. However, this is not 
necessarily the case. All that we can say for certain is that a change on 
one side of the account tends to produce an offsetting change some- 
where on the other side. Where the compensating change takes place 
depends on the state of reciprocal demand between the countries con- 
cerned — that is, on the relative demands in each country for the goods 
offered by the others. For instance, if, after the termination of tlie 
present war, the governments of Europe should begin to make sub- 
stantial payments to the United States on their loan accounts, there 
are a number of possible ways in which our balance of trade might I>e 
affected. The payments would make supplies of foreign exchange 
available in the American market. Our citizens might take advan- 
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tage of this exchange either to buy foreign commodities, or to do more 
traveling in Europe, or to make more use of European shipping facili- 
ties. Hence, our credits on account of loans might be offset by in- 
creased commodity imports, by tourist expenditures, or by freight 
charges. Among the various items on the two sides of the international 
account, a considerable number of combinations is possible, and the 
exact one that will prevail in any given case is not definitely predict- 
able. 

Moreover, more than one sequence of causation is possible. In the 
paragraphs above, the compensating adjustment was represented as 
taking place through movements in exchange rates and (in the case 
of specie standards) price levels, but it may sometimes be otherwise. 
For instance, when the British government needed to borrow funds 
in the United States to finance the purchase of war materials for use 
against Germany, it desired not merely American exchange, but 
American commodities. Hence, the funds were used directly to buy 
American products, and the exportation of these products took place 
as a direct result of the loans, not as an indirect result of the move- 
ment of exchange rates or the shipment of specie. Sometimes funds are 
loaned to foreign borrowers with the expressed stipulation that the 
funds will be used to make purchases in the lending country; here 
again the connection between the loans and the exports is direct and 
immediate. 

Sometimes, the process of compensation may take place through a 
coincidence. For example, it is possible that an increased demand for 
American products abroad might occur at the same time as an en- 
tirely independent' increase in American tourist travel to Europe. Tiie 
one might offset the other without any disturbance of exchange rates. 
Our increase of commodity exports would thus pay for the increased 
travel facilities enjoyed by our tourists. Coincidences of this sort are 
not at all unusual, rfhe pattern of international trade is always chang- 
ing and many forces are brought to bear upon it at the same time. 
This makes it difficult to trace in isolation the effects of any one in- 
fluence upon the balance as a whole. 

The “Flight of Capital.” — Disturbed economic or political con- 
ditions in any part of the world frequently give rise to a temporary 
movement of funds, which is called the “flight of capital.” For in- 
stance, during and after the first World War, currency inflation and 
deflation, business depression, and political revolution made many 
o! the financial centers of Europe very unsafe places in which to hc:)ld 
wealth or claims to wealth in any form. Assets held in money were 
likely to be depreciated by changing currencies. Securities or more 
tangible property were likely to shrink in value or to be confiscated 
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by tyrannical governments. Hence, many persons of wealth endeavored 
to escape these disasters by transferring funds to safer places, espe- 
cially to the United States. The procedure in such a case is for the 
European capitalist to exchange his assets for drafts on New York, 
with which he can create bank balances in this country. He may sell his 
real estate or securities in the European market for what they will 
bring, thereby securing funds with which to buy American bills of 
exchange, which bills can be used to build up bank balances here. 
This causes a great increase in the demand for American bills and 
raises the rate of exchange to our gold-importing point. This phe- 
nomenon reached such proportions in the decade or two following 
the first World War that enormous quantities of gold were shipped 
into the United States, until we held a very large proportion of the 
world’s total stock of monetary gold. A large movement of this sort can 
take place in a period of time so short that there is no opportunity 
for a new long-run balance of trade to be worked out. It is typically 
a short-period phenomenon, and one which may be very erratic. As 
disturbed conditions spread from one capital to another there may be 
a “flight” of funds from city to city, tending eventually toward one or 
two places in the world that may still retain some semblance of 
stability. With the restoration of stable conditions in the countries 
from which the flight took place, the movement may be quickly re- 
versed. Its erratic and temporary character makes it a disturbing ele- 
ment, which greatly interferes with the smooth flow of international 
trade relationships. 

Summary 

The growth of world commerce makes the principles of inter- 
national trade increasingly important. International payments are 
effected by foreign bills of exchange, which consist of drafts drawn 
by creditors in one country against their debtors abroad. Through the 
intermediary services of brokers and dealers, creditors are able to sell 
these drafts to debtors who must make payments abroad. This ma- 
chinery causes international debits and credits to be offset in such a 
way that goods pay for goods, and the shipment of gold or other 
money from nation to nation is reduced to a minimum. By means of 
triangular exchange, international debts to one nation can be })aid 
by drawing upon credits with another nation, drahs on London or 
New York performing the services of an international currency. 

The rate of exchange varies with the demand for and supply of 
bills. Where gold standards prevail, exchange is at par when bills sell 
for their ecjuivalent in gold. The rate may fluctuate abov e and below 
par, within the limits set by the gold-shipping points, which are de- 
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termined by the cost of shipping gold. The same principles hold be- 
tween two silver standard countries. Between a gold standard and a 
silver standard country, the rate fluctuates with the market price of 
silver in terms of gold, as well as with the other usual influences. Un- 
der nominal monetary standards, the par of exchange depends on the 
relative purchasing powers of the two currencies, as determined by 
their respective price levels. The rate may deviate greatly from this 
par, and may be very erratic when there is currency inflation or de- 
flation. Dealing in foreign exchange is a specialized business, char- 
acterized by speculative and arbitrage transactions. 

The transactions of international trade may be classified into (i) 
visible items, consisting of exports and imports of commodities and of 
monetary metals, and (2) invisible items, consisting of services, in- 
vestments and the earnings therefrom, and other monetary transfers 
not in payment for goods. These items can be classified as credits or 
debits, and drawn up into a balance sheet showing amounts receiv- 
able and payable. It is these items 'which determine the rate of ex- 
change, the credits giving rise to a supply of bills and the debits to a 
demand for them. In the long run, the credits and debits tend to bal- 
ance, for if there is an excess of either, it will provoke reactions tend- 
ing to promote an offsetting item on the opposite side of the account. 
Under nominal monetary standards, if a nation has an excess of 
credits, exchange rates will move so that its currency is dear in terms 
of foreign currencies, making foreign goods cheap; therefore, it buys 
more of foreign goods and foreigners buy less of its goods; until bal- 
ance is attained. Under gold standard conditions, an excess of credits 
causes foreign exchange to fall to the gold import point, and the re- 
sulting inflow of gold causes a rise of prices which reduces exports, 
while in foreign countries the outflow of gold causes a fall of prices, 
which encourages exports there, until balance is attained. 

There are four cases in the international investment relations 
among nations: (1) the immature debtor stage, in which current re- 
ceipts from new investments exceed outgoing payments of interest, 
dividends, and maturing principal; (2) the mature debtor stage, where 
payments of interest, dividends, and principal on past borrowings 
exceed current receipts from new investments; (3) the immature 
creditor stage, where current investments abroad exceed receipts fiom 
past investments; (4) the mature t-reditor stage, wiiere receipts from 
past investments abroad exceed current new investments. Tlie im- 
mature debtor and mature creditor stages tend to cause an excess of 
imports over exports, and the mature debtor and immature creditor 
stages an excess of exports over imports. 

An excess of exports over imports is sometimes called a “favorable” 
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balance of trade, and an excess of imports over exports an “unfavor- 
able*’ balance, but these terms are misleading. While changes in one 
item of a nation’s trade balance tend to cause some offsetting change 
in other items, it is impossible to say which items will do the com- 
pensating, nor by exactly what sequence it will be brought about, 
for there are a number of possible combinations. Temporary “flights 
of capital,” caused by disturbed financial or political conditions, lead 
to large temporary transfers of funds from one financial center to 
another, an influence which tends to disturb exchange rates and trade 
relationships, and to cause large movements of gold. 

•A 
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Chapter XV I II 


THE ECONOMY OF INTERNATIONAL 
TRADE 


A. The Basis of International Trade 

The Problem Stated. — Wc have seen how the wheels go round 
in the machinery of international trade, but we have yet to learn 
what is the motive power that drives it, and what, in the end. is ac- 
complished by it. Therefore, it is our next task to inquire what basic 
forces generate and direct the commerce of the world, and what effects 
this commerce has upon the countries that engage in it. Since we 
know that the economic process is guided by the price system, we 
must expect to find the answer to the first of these inquiries in price 
relationships. The answer to the second will follow readily when 
we have gained an understanding of the first. 

The World Distribution of Resources. — The basic fact underly- 
ing international trade is that facilities for the production of goods 
are , unequally distributed throughout the world. Mineral deposits 
constitute a striking illustration of this. Diamonds are found chiefly 
in South Africa, gold in South Africa, California, Alaska, and a few 
other places, petroleum in the United States, Mexico, Rumania, and 
Russia, tin in the Malay States, Dutch East Indies, and Bolivia, and 
so on. There are likewise differences of soil and climate which cause 
differences in the products for which each country is best adapted. 
Conditions are especially favorable for ivory in Africa, for rubber in 
India, for rice in China, for silk in Japan, for coffee in Brazil, for 
lumber in Canada, for cotton in Southern United States, and for 
sugar in Cuba. There are also differences in the characters and cultures 
of the various peoples of the world which make for differences in their 
productive capacities. In some countries the people are poorly edu- 
cated or lacking in mec hanical aptitude — they can best devote them- 
selves to unskilled pursuits, such as agriculture; elsewhere, the people 
are educated and possessed of mechanical ability — they tend to de- 

438 
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velop manufactures and products calling for highly skilled labor. 
Some peoples have a genius for music, others for organization, others 
for science and invention; each is best adapted to producing the kinds 
of goods which call for its particular talents. 

Not only do the resources of the various countries differ in kind, 
but there are differences in the proportions in which productive 
agents of the same kind are found. For example, Puerto Rico is an 
-island with a very dense population crowded into a limited area; in 
it, therefore, unskilled labor is relatively abundant and land is rela- 
tively scarce. In Canada, the opposite situation prevails; there the peo- 
ple are scattered pretty sparsely over a vast territory, so that there is 
an abundance of land in relation to labor. The result is that Puerto 
Rico is well adapted for the production of hand-made goods in wl^ch 
labor is the most important factor (such as laces), while Canada is 
better adapted for goods whose production requires much land but 
relatively little labor, such as lumber and wheat. Some countries which 
enjoy a very good income, such as the United States, are able to accu- 
mulate a large amount of savings, and thereby to provide themselves 
with an abundance of productive equipment for manufacturing in- 
dustries. Others, less prosperous, such as Mexico, are unable to save 
so much, and therefore cannot readily possess extensive manufactur- 
ing facilities; they are better adapted to agriculture. In the case of 
these two countries, also, the existence of a greater proportion of skilled 
labor in the United States and of unskilled labor in Mexico further 
qualifies our country for manufacturing pursuits and Mexico for 
agrarian industry. 

Comparative Cost and Price Structures. — The differences in the 
resources with which the various nations are endowed make for differ- 
ences in the relative costs of producing different kinds of goods. Each 
country can produce at relatively low cost those kinds of goods for 
which its resources are best adapted, and will have high costs of pro- 
duction for those kinds of goods for which it is ill adapted. If there 
were no international trade, these differences in costs would cause 
wide differences in the prices of goods from country to country. In 
those countries which were best suited to the development of manu- 
factures, manufactured goods would be relatively low in price and 
agricultural products would be dear, while in those countries which 
lacked the facilities for manufactures, but which were adapted to 
agriculture, farm products would be relatively low in price and manu- 
factured goods would be dear. This can be illustrated by the following 
table, which we may suppose to represent the cost and price structures 
which would exist in the United States and China, respectively, if 
there were no trade between them: 
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United States 

Products 

China 

Ouipiit per 
$100 

Cost {ir price) 
per unit 

Output per 
joo yuans 

Cost (dr price) 
per unit 

1,000 

$.10 

Steel 

100 

Y 1.00 

400 

•25 

Cotton 

200 

.50 

200 

.50 

Beans 

400 

•25 

100 

1.00 

Silk 

1,000 

.10 


The case is purely hypothetical, but will serve nicely to bring out the 
principles of trade. United States prices are expressed in terms of 
dollars and Chinese prices in terms of yuans (the Chinese monetary 
unit), the two monetary systems being supposed to be entirely inde- 
pendent. Observe that, with an expenditure ot $100 in the United 
States, relatively much steel or cotton can be produced and relatively 
little of beans or silk, but with an expenditure of 100 yuans in China 
the exact opposite is the case. As a result, steel and cotton are relatively 
cheap in the United States and dear in China, while beans and silk 
are relatively dear in the United States and cheap in China. 

In these differences of price structures, there is the basis for a 
profitable exchange of products. If trade is now opened up between 
the two countries, an American merchant could take $100 worth of 
steel (1,000 units) to China and sell it in that country for 1,000 yuans, 
for in China steel is worth one yuan per unit. With the 1,000 yuans 
he could buy 10,000 units of silk (for silk sells in China for .10 yuans a 
unit), which will sell for $i per unit in this country, yielding him a 
gross return of $10,000. With an investment ot $100 he has obtained 
a return of .$10,000, which, even after allowing for transportation 
costs, is a profit of nearly a hundredfold! Likewise, a trader in China 
with 100 yuans could buy 1,000 units of silk, which would sell in 
the United States for $1,000; with this $1,000 he could purchase 10,- 
000 units of steel, which would sell in China for 10,000 yuans, giving 
him also a profit of almost a hundredfold. Very good profits could 
also be made both ways by exporting cotton from the United States 
in exchange for silk or beans and by exporting beans from China in 
exchange for cotton or steel, although the gains in this case would 
not be quite as great as in the former example, because the differences 
in the relative prices of cotton and beans in the two countries are not 
so extreme as in the case of steel and silk. 

The profits cited may seem so extreme as to make the illustrations 
absurd, but they are not at all beyond the bounds of possibility. When 
trade is begun between two parts of the world which have not formerly 
had commercial relations, very handsome fortunes can be made on 
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very small investments, simply because of the wide differences in the 
scales of prices which prevail in the two countries. The first American 
merchants in China did frequently become rich in that way, and it is 
well known that the early traders in Africa were able, with a small 
investment in 5-and-io-cent-store trinkets, to bring back very valu- 
able ivory which could be sold in this country for many times the cost 
of the trinkets. 

As a result of these opportunities for profit, there would soon be 
established a general process of exchange between the two countries. 
The United States would export steel and cotton to China and im- 
port silk and beans therefrom. Businesses would be built up specializ- 
ing in each of these products, and middlemen would enter into the 
business of buying and selling American and Chinese exchange, in 
the manner explained in the preceding chapter. 

The Law of Comparative Costs. — This illustration reveals that 
the business of international trade rests in the relative differences in 
prices which exist from nation to nation; and the differences in price 
structures, in turn, rest chiefly in the differences in the world distribu- 
tion of resources which has been described. If the price structure in 
each country were identical, there would be no profit in exchanging 
products, and no trade between them would develop. 

The principle which is at work here can be summed up in a general 
statement which is known as the laiu of comparative costs. This law 
can be stated as follows: A nation tends to export those goods winch 
it can produce at relatively lozv costs and to import those goods in 
which its costs of production are relatively high. 

The Equalization of Cost and Price Structures. — So far, we have 
dealt with price structures existing before the beginning of trade. 
After trade is once established, these price structures would be modi- 
fied. In the case of China and the United States, the importation of 
Chinese silk and beans into this country would increase the supply 
of those products here, and cause their prices to decline. At the same 
time, the addition of the Chinese demand for our steel and cotton to 
the domestic demand for these products would cause their prices to 
rise. Just the opposite effects would take place in China. Their im- 
ports of our steel and cotton would lower the price of those products 
in that country, while our demand for their silk and beans would 
cause the Ciiinese prices of these goods to rise. The combined result 
of these forces would be to bring the price structures in die two coun- 
tries nearer to equality with. each other. Steel and cotton would no 
longer be so cheap in the United States, nor beans and silk so dear; 
beans and silk would no longer be so cheap in CMiina, nor steel and 
cotton so dear. This process would go on until the price structures in 
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both countries were the same, except for transportation costs; because, 
so long as the differences in the price structures exceeded the costs of 
transportation, there would be opportunities for expanding trade, 
according to the principle of our first illustration. 

When the price structures had reached equality, there would be no 
further opportunities for abnormal pi^ofits from increasing the ex- 
ports or imports of any particular commodity. The agents of produc- 
tion in each country would then be receiving their normal returns, 
but no more; trade would be in equilibrium. At the end of the process 
of readjustment, the price structures might look something like this: 


United States 
prices (in dollars') 

Products 

Chinese 

prices (in yuans) 

•50 1 

Steel 

•55 

•35 1 

Cotton 

.38 

.38 

Beans 

•35 

•55 

Silk 

.50 


Observe that steel and cotton are about lo per cent higher in C'hina 
than in the United States; beans and silk lo per cent higher in the 
United States than in China. It is assumed that these differences just 
equal the cost of transporting the commodities concerned. Except lor 
these transportation costs, the price structures ol the two countries 
are the same. This is the result normally to be expected when inter- 
national trade is in balance. 

The Gains from Trade. — While this equalization of cost and 
price structures is taking place, the horizontal structure ol production 
in the two countries is also changing. The importation into China ol 
cheap steel and cotton from the United States forces the price ol these 
commodities below the Chinese cost of production, so that the steel 
and cotton industries in that country decline, and may pass com- 
pletely out of existence. On the other hand, the new export market 
for Chinese silk and beans causes those industries to grow. 'Fhe pro- 
ductive agents displaced from the declining industries are absorbed 
into those which are expanding. So, China gives up the production of 
steel and cotton and becomes a specialist in silk and fieans A similar 
shifting of production takes place in the United States. The importa- 
tion of cheap Chinese silk and beans forces a contraction of the silk 
and bean industry in this country, the displaced agents being drawn 

1 Prices in yiians are here made siib-stant lally the same as those in dollars in order to 
simplify the illustration; actually, pi ices in ynans wonlci be about tliree times as hi^h, 
for one yuan is equivalent to about ^ of a dollai. This simplification does not aifeci the 
validity ot the illustration, for we must reniembei that it is relative prices, not absolute 
prices, that are significant for international tiade. 
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into our expanding cotton and steel production. We become special- 
ists in the latter products. 

In this redirection of production, there is clearly a gain to both 
countries. International trade permits the advantages of geographical 
specialization to develop, by allowing the people of each country to 
concentrate on the production of those goods for which their re- 
sources are best adapted, obtaining, in exchange, the products of 
other nations for which the resources of the latter are superior. The 
United States, by specializing on cotton and steel, and trading its sur- 
plus of these commodities for imports from China, obtains more silk 
and beans than could have been produced here. In the same way, China 
gets more steel and cotton than it could have produced out of its own 
resources. The advantage does not differ in principle from the gains 
which are obtained by specialization between individuals within a 
country. Just as it pays one person in the United States to specialize 
in shoe-making, and to buy his hats from another specialist, so it pays 
America generally to specialize in producing steel and cotton, and 
to buy our silk and beans from specialists in China. The mere fact 
that political boundary lines lie between the specialists does not, in 
itself, alter the economic advantage. 

These principles apply to all the trade which naturally arises be- 
tween nations. The United States specializes generally in the pro- 
duction of such products as cotton, wheat, iron and steel manufactures, 
automobiles, and many other goods, importing from foreign coun- 
tries such things as bananas, silk, tea, coffee, and rubber. We get more 
of the latter products in exchange for our exports than we could have 
produced for ourselves, with the same expenditure of productive 
effort. The other countries, in turn, get more of the goods they im- 
port from us than they could have produced for themselves. So, the 
real incomes of all the countries that engage in trade are made greater 
thereby. 

The gains are not equally distributed among all classes of the pop- 
ulation. If there were no trade, the owners of those agents of produc- 
tion which were most scarce, in each country, would get very high 
prices for their goods, to the disadvantage of the owners of those agents 
which were more plentiful. In each country, the decline of the high 
cost industries, and the expansion of those which can produce more 
cheaply, weakens the preferred position of the owners of the scarce 
agents, and strengthens the position of those which are more abun- 
dant. But this has to do only with the relative status of different 
classes; it does not alter the fact that the average well-being of the 
population as a whole is improved by the increased real income which 
results from international trade. 
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Absolute and Comparative Advantages in Trade. — In developing 
the law of comparative costs, we have stressed the differences in pe- 
cuniary costs which result from the uneven distribution of world 
resources. We know, from the explanation of the background of sup- 
ply in Chapter XIV, that these costs depend upon the physical quanti- 
ties of agents used in the production of different commodities, and on 
the prices which those agents can command in the alternative op- 
portunities which are open to them. It is illuminating to look at the 
operation of these two factors in international trade — the physical 
aspect of costs, and the alternative opportunities. 

From the physical point of view, a nation may have either of nvo 
kinds of advantage in its trade with other nations. These are known 
as absolute advantage and comparative advantage, respectively. 

An absolute advantage exists when, with equal quantities of pro- 
ductive agents, one nation can produce more of a given product than 
another. Let us imagine an experiment, designed to compare the 
efficiency of productive agents in the United States and Cuba in pro- 
ducing coal and bananas. We may suppose that in each country we 
have ten unskilled workers, under the direction of a manager of rep- 
resentative ability, working on one hundred acres of the land in each 
country that is best suited for the respective products, and equipped 
with equal kinds and amounts of tools. We would find a great differ- 
ence in the yield of the two products in the two countries. The result 
might look something like this: 

Output in the 

United States Product Output in Cuba 

lOO Bananas 100,000 

100,000 Coal 100 

The output of coal would be very much greater in the United States 
than in Cuba, but Cuba would produce more bananas. Under these 
circumstances, our country would have an absolute advantage over 
Cuba in coal, and Cuba an absolute advantage over us in bananas. It 
would clearly be advantageous for us to produce coal instead of ba- 
nanas, obtaining our bananas from Cuba in exchange for our surplus 
coal. 

A great deal of international trade rests in advantages of this kind. 
The tropical countries in general have such an advantage over the 
United States in the production of such commodities as coffee, rub- 
ber, spices, and certain fruits. Their climate and vegetation are suit- 
able to the growth of these things, and their people adapted to the 
kind of labor it requires. Our climate and resources are not adapted 
to such industries. Undoubtedly, if we were to go to great expense to 
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create artificially an environment in which tropical products would 
grow, we could produce some of them. We could raise our own bananas 
or rubber trees if we were to erect hot-houses and devote the necessary 
care to it. But this would require so much labor and capital that it 
would be a very expensive process. It is cheaper to import the foreign 
product. On the other hand, the United States has an absolute ad- 
vantage over other countries in the production of certain goods. The 
climate, soil, and Negro labor of our South enable us to raise cotton 
more readily than in most other parts of the world, while our natural 
resources of iron, coal, and copper, coupled with the inventive genius 
of our people, give us an advantage in the production of manufactured 
goods equaled by few other nations. In all these cases the nature of 
climate, resources, or people — or a combination of them — makes it 
possible for one country to produce physically more of its particular 
products per unit of labors land, and savings expended, than other 
countries- That is the essence of absolute advantage. 

It may be possible, however, that a country may be less well adapted 
physically to the production of a certain product than some other 
country, and yet be able to export it to that country and find a ready 
market there. While it has no absolute advantage in the production 
of the commodity, it can have a comparative advantage. Let us im- 
agine another comparison between the United States and Cuba, this 
time in cotton and sugar. We may suppose that the labor and other 
resources of Cuba are less efficient in the production of both com- 
modities than the labor and resources of our country, but that our 
superiority in cotton is much greater than our superiority in sugar. 
This being the case, the output of the two products (from equal com- 
binations of productive agents, as before) might be something like 
this: 

Output in the 

United States Product Output in Cuba 

1 00 Cotton 20 

50 Sugar 40 

Now it might seem that, since the physical costs of both products 
are higher in Cuba than in the United States, it would not be to our 
advantage to import either from Cuba; but this conclusion is erro- 
neous, for trade rests upon relative, not absolute, costs, and, under 
the conditions of this illustration, sugar will be relatively cheaper in 
Cuba than in the United States. Let us restate the relationships in 
pecuniary terms. We may suppose that our representative group of 
agents in the United States costs $100 in wages, land rent, and interest, 
while the corresponding units in Cuba cost 100 pesos. Then, divid- 
ing these total costs by the number of units of output in each case, we 
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will get the following costs per unit for the two products in the two 

countries: 

Price in the 

United Stales Product Price in Cuba 

^1.00 Cotton P5.00 

$2.00 Sugar P 2.50 

Observe that in the United States sugar is twice as dear as cotton, 
while in Cuba cotton is twice as dear as sugar. It is clear that we have 
here the same kind of price relationships that we encountered in our 
previous illustration of trade between the United States and China. By 
the same kind of reasoning as we there employed, it can be demon- 
strated that a good profit can be realized by exporting cotton from 
the United States and importing sugar from Cuba. It will also pay 
Cuban merchants to export sugar to the United States and import 
cotton in exchange. 

Here Cuba is said to have a comparative advantage over the United 
States in the production of sugar, in spite of its inferior physical 
efficiency. The United States has a comparative advantage over Cuba 
in the production of cotton, but it has a disadvantage in the produc- 
tion of sugar, in spite of its superior physical efficiency. 

It is interesting to note that, even if the trading countries have the 
same monetary units, the country which is less efficient in physical 
terms will nevertheless produce the commodity in which it lias a 
comparative advantage at a lower pecuniary cost than tlie more ef- 
ficient country. The gold peso of Cuba has the same weight as the gold 
dollar of the United States; therefore, under gold standard conditions, 
and with unrestricted trade between the two countries, the prices of 
international goods would tend to the same level in each ol them. Yet 
Cuba would be able to produce sugar at lower costs (measured in gold) 
than the United States, because, under the conditions given, pro- 
ductive agents in Cuba will not be worth as much (in terms of gold) 
as in the United States. This is due to the fact that our agents have su- 
perior opportunities in other directions which make them worth 
more. We may assume that the relative world demands for cotton and 
sugar, respectively, make the 100 units ol cotton which our agents 
can produce worth more titan the 50 units ol sugar which we could 
produce with the same agents. The high value of the cotton crop 
causes the agents of production to command a high pric e, which is re- 
flected in a high cost for producing sugar. But. in our example, Cuba's 
efficiency in cotton production is so low tliat this alternative is not as 
good for lier as sugar. Therefore, her agents of production are worth 
only as much as they can get in the sugar industry, which will be less 
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than our agents can get. So. for lack of superior opportunities. Cuban 
agents are priced low enough to enable her to sell sugar at lower gold 
prices than we. 

This shows that the principle of opportunity costs is very important 
in international trade. The value of agents of production in each 
country depends upon the opportunities open to them in the world 
market. Each country specializes on the products for which its agents 
are most valuable. The high prices they can command in these indus- 
tries make for a high level of costs in disadvantageous industries, forc- 
ing the latter to give way. So, each country enjoys a comparative ad- 
vantage in those industries which offer it its best opportunities. 

Some Further Bases of Trade. — In addition to advantages in 
trade which a country may derive from the quality of its labor and 
natural resources, there may be others of a more artificial character. 
For example, one country may have happened to establish a certain 
industry before others have done so. It usually takes some years of 
development to bring an industry to its greatest efficiency; hence the 
country in which it has gotten an early start may have an advantage 
over other countries where it is not yet established. It is difficult for 
the industry to gain a foothold elsewhere. The country of first origin 
then becomes an exporter of the commodity concerned. In this case 
we might say that the basis for trade rests in the momentum of an 
early start.^ 

A closely related situation arises when the nature of an industry 
is such that its optimum business unit is a very large one. The op- 
timum unit may be so big, in relation to the world demand for the 
product, that there is room for only a small number of optimum estab- 
lishments in the world. If this is the case, an advantage in the industry 
concerned will be held by those countries where the optimum units 
are first developed. Since the market is not large enough to permit 
the development of more optimum units elsewhere, other countries 
cannot compete. Locomotive building might constitute an industry 
of this sort. Locomotives can only be made economically in very large 
establishments, and the w'orld market is probably too small to support 
many establishments of the necessary size. Therefore, only a few coun- 
tries are likely to have locomotive factories; they will export their 
product to the countries which lack them. . 

Finally, political conditions may affect the course of trade. Where 
governments are unstable and revolutionary disturbances are likely 
to arise which make property rights insecure, capitalists hesitate to 
invest large sums of money in industrial equipment. Hence, politically 

2 C/., the discussion of tariff protection for infant industries in a later paragraph of this 
chapter. 
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unstable countries may be prevented from developing their resources 
to the fullest, and will lack industries which would otherwise prosper 
there. Countries where more stable conditions prevail will be able to 
develop their resources more effectively, and will enjoy an advantage 
in trade because of that. China and Mexico are good illustrations of 
this principle. Both have resources for the development of large in- 
dustrial projects, such as petroleum (in the case of Mexico) and manu- 
factures (in the case of China); but unstable political conditions have 
retarded the development of these industries. Countries like England 
and the United States, where long-established political stability makes 
the property rights of investors secure, enjoy advantages over them in 
this respect. 

Interregional Trade. — Trade between different parts of a coun- 
try rests on the same principles as trade between different countries. 
In the United States, New England specializes in manufactures, the 
Southern States in cotton, and tobacco, the Middle West in cereal 
crops, the Northwest in lumber and fisheries, and southern California 
in citrus fruits, garden vegetables, and nuts. Each region exchanges 
its specialties for the specialties of the others. It is the same as though 
they were different countries, each exporting its own products, and 
receiving imports in exchange. This trade rests on differences in the 
distribution of resources, and resulting differences in price structures, 
just the same as^in the case of international trade. The several regions 
enjoy absolute or comparative advantages because of the particular 
productive agents with wliich they are favored. 

Differences in the productive resources of different regions within 
a country may give rise to a situation in which a product may be 
partly imported and partly produced at home. This will be due to 
the fact that one region of the country has a comparative advantage 
for the particular product, but cannot produce enough of it to meet 
the total national demand. For instance, we produce some cane sugar 
in Louisiana, in addition to what we import from Cuba and the 
Philippines. This indicates that Louisiana has the same kind of com- 
parative advantage for sugar production as Cuba and the Philippines; 
but the total output of Louisiana sugar is not sufficient to meet the 
American demand, and other regions of the country, where sugar 
cannot be produced, cannot compete with these imports, either be- 
cause their resources are unsuited to sugar cane cultivation or because 
their agents are so much more valuable for other products that they 
would be too costly to use in the sugar industry, in competition with 
Cuba and the Philippines. Cases of this kind are quite common. We 
produce most of our own meat, but import some from Argentina; we 
produce a great deal of lumber and wood pulp, but import much of 
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both from Canada; we have our own oilfields, but we import Mexican 
and South American petroleum. 

B. Governmental Trade Restrictions 

The Prevalence of Trade Restrictions. — In all that has been said 
about international trade up to this point (including the preceding 
chapter), it has been tacitly assumed that exchange rates, the balance 
of payments, and the flow of goods would be permitted to follow their 
natural courses, without interference from governmental authori- 
ties- The truth is, however, that notwithstanding the apparent ad- 
vantages of unrestricted international trade, governments have found 
it expedient, for one reason or another, to regulate the foreign ex- 
changes and the importation and exportation of goods, in various 
ways. We must now take account of these regulations, in order that 
we may discover what modifications they make necessary in the 
principles of trade that have so far been stated, and how they affect 
the gain from trade that has been explained. 

Trade restrictions are of two general types. One type consists of 
measures designed to promote the growth of domestic industries, or 
to free the country from dependence upon foreign industries, or to 
prevent the loss (through exportation) of products whose retention is 
deemed essential for the national welfare. This type of restriction in- 
cludes protective tariffs, subsidies, and embargoes on exports. A sec- 
ond type consists of measures designed to protect monetary systems 
from difficulties which may be caused by debit trade balances. These 
measures include, principally, import quotas, blocked accounts, ex- 
change stabilization funds, bilateral trade agreements, and currency 
depreciation. Each of these measures will be discussed in the para- 
graphs to follow. 

Some of these restrictive devices have prevailed pretty generally 
in much of the world for a long period of time. This is especially true 
of restrictions of the first type. Import duties to protect home in- 
dustries against the competition of goods imported from abroad have 
been especially popular. However, in the past, the restrictions were 
not generally serious enough to prevent a very extensive flow of com- 
merce between nations. Since the first World War, interference with 
trade has become much more serious, as a result of which the world’s 
commerce has been very greatly reduced. The growth of trade barriers 
in the post-war period is due chiefly to three factors. In the first place, 
the Treaty of Versailles created in Europe a number of small, inde- 
pendent states, which had formerly been portions of larger political 
entities. The creation of these separate nations, coupled with the 
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general development of patriotic feeling during the war itself, pro- 
moted an intense spirit of nationalistic sentiment, which led to a 
clamor for freedom from economic dependence on other countries, 
and a desire to develop as many domestic industries as possible. Hence, 
each state tried to restrict the importation of commodities from 
abroad, in the hope of building up its own industries. In the second 
place, the war left a good many countries with large debts payable to 
other countries. Germany was obliged to make huge reparation pay- 
ments to the victorious Allies; some of the smaller states owed con- 
siderable sums to Great Britain and France, for advances made to 
them in order to help them finance their share of the conflict; and 
most of the Allied governments (including England and France) owed 
similar debts to the United States. Efforts to make these payments 
tended to produce marked disturbances in rates of exchange, and 
drastic alterations of pre-war trade balances. Xhere was a terrific in- 
crease in the demand for foreign exchanges, which tended to force 
rates of exchange up to the gold-exporting points of the debtor na- 
tions. The debtors could not possibly hope that these outgoing pay- 
ments would be offset by an expansion of their exports, because the 
expansion required would have been too great to have been accom- 
plished in less than several decades. Moreover, the readjustments 
would have caused such serious changes in established trade relations 
throughout the world that all sorts of restrictions would have been 
set up to prevent it; therefore, the payments would have had to be 
made in gold. The outflow of gold threatened to drain the gold re- 
serves from the monetary systems of the debtors; therefore, the latter 
sought to gain control over the foreign exchange markets in such a 
way as to prevent it. In the third place, during the war and post-war 
periods, most of the nations engaged had resorted to a certain amount 
of monetary inflation in order to finance the conflict. The effect of 
this inflation on their prices in itsell tended to prevent the carrying 
on of normal trade relations, because, as we have seen, the importing 
and exporting of goods is greatly influenced by prevailing price levels. 
Moreover, each government desired to replace its depreciated cur- 
rency by a more stable monetary system. Accqrding to all precedent, 
this meant the restoration of a gold standard. Hence, each country 
was attempting to get hold of as much gold as possible for monetary 
purposes, at the very time when the debt situation threatened to drain 
the gold out of the country. This aggravated the tendency toward re- 
strictive policies. As a result of all these influences, governments 
throughout the world resorted to use of one or more of the various 
regulatory devices that are about to be described. 

Protective Tariffs. — A favorite device of trade restriction takes 
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the form of import duties designed to discourage the importation of 
certain products. These duties consist of a tax collected by the govern- 
ment on all importations of the commodity in question. Such duties 
are known as protective tariffs,^ because they are designed to promote 
the prosperity of a domestic industry by protecting it from the com- 
petition of foreign producers. The policy is based on the belief that 
the industries so fostered result in some economic, political, military, 
or other advantage to the nation. The United States has pursued the 
policy of tariff protection for a gi'eat many years. 

The immediate effect of protective tariffs is to prevent the full 
operation of the law of comparative costs. Suppose that woolen goods 
can be manufactured in England more cheaply than in the United 
States. This may hamper, or make entirely impossible, the manufac- 
ture of such goods in this country. The government may then place a 
duty on imports of woolens sufficient to raise the cost to the importer, 
to (or exceeding) what it costs to produce similar goods in this coun- 
try. The importer cannot then sell the goods at a lower price than 
domestic manufacturers. This makes it possible for American pro- 
ducers to find a market for their wares, in spite of the lower costs of 
the English competitors. 

This policy entails an economic loss to the country that practices 
it. It encourages the employment of labor and resources in disadvan- 
tageous, and therefore uneconomical, industries. The country loses 
the advantage of geographical specialization, by stopping up the natu- 
ral channels of international trade. In the case assumed, the loss is 
evidenced by the fact that American consumers would have to pay 
more for woolen goods than if they could be imported freely. This 
increases the cost of living, leaves them less to spend in other direc- 
tions, and so lessens their real incomes. Protection raises prices and 
reduces the real income of a nation. 

Some Protectionist Fallacies. — On the surface, however, it ap- 
pears that persons employed in the woolen industry are benefited by 
the tariff. To the superficial reasoner, it seems that protection creates 
an industry in the country that would not otiierwise exist there; 
which, he concludes, is a net addition to the business of the nation, 
causing a greater demand for labor and capital than would exist with- 
out the tariff, and thereby increasing the volume of employment, the 
wages of labor, and the prosperity of business men. From this it is an 

3 A protective tariff should be distinguished from a revenue tariff. When duties are pro- 
tective, they are designed to restrict imports by heavy taxation. If really effective for their 
purpose, they keep imports out and yield but little revenue. Duties levied for the purpose 
of raising revenue are designed not to prevent imports. They are best laid on commod- 
ities that of necessity must be imported in large quantities, like coffee. They do not seri- 
ously restrict the freedom of international trade. 
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easy step to the conclusion that a general policy of protection increases 
industry, raises wages, and stimulates general business prosperity. 

This reasoning is entirely erroneous. It proceeds from the assump- 
tion that protection increases the volume of industry. If this were 
true, all the beneficent results mentioned would follow; but it is not 
true. The error lies in the fact that those who advance this argument 
fail to appreciate the truth, explained in Chapter XVII, that a nation 
pays for its imports by means of its exports. We have seen that, 
through the operation of the forces controlling the balance of inter- 
national trade, if we buy goods from other nations, the other nations 
must make payment for them, and they do this by purchasing goods 
from us in exchange. If, by a policy of protection, we refuse to buy 
goods from foreigners, they will have no means of paying us for goods 
they would otherwise buy from us. By shutting our doors to imports, 
therefore, we are at the same time isolating ourselves from markets 
for our exports. It is an axiom of foreign commerce that a nation can- 
not sell if it will not buy; because, if sales exceed purchases, the 
credit balance so created raises our exchange rate, in terms of foreign 
currencies, and so makes our goods more expensive to foreigners, un- 
til our exports decline to the point where the excess over imports dis- 
appears.^ 

Protection, then, in building up new industries here, does not cre- 
ate additional industries; it merely diverts labor and capital from in- 
dustries which would otherwise be exporting goods to the production 
of goods we would otherwise be importing. The total volume of busi- 
ness activity is neither greater nor less, the amount of employment is 
no larger, and real wages no higher, than if the tariff were not in 
effect. But the nation is poorer, for its labor and resources have been 
shifted from advantageous to disadvantageous industries, and it has 
lost the benefits of international division of labor. Less goods are pro- 
duced; prices are higher; real income is smaller. Even the persons em- 
ployed in the woolen (or other protected) industry are no better off. 
If there were no tariff, we would buy the cheaper English woolens, 
it is true, and our domestic woolen industry would decline. But our 
purchases of foreign wool would give foreigners increased purchas- 
ing power with which to buy our products. As the protected industry 
died out, an export industry would grow in its place. As much labor 
and capital would be employed as before, and that displaced from tlie 
disadvantageous industry would be utilized elsewhere in more ad- 
vantageous employment. The policy of tariff protection, therefore. 


Or. iinder gold standard conditions, the credit balance causes an inflow of gold, until 
oiir price level rises to the point where our goods become too expensive for foreigners 
to buy. 
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cannot be regarded as anything other than an economic loss to the 
country which practices it. 

In showing this, we have already exposed another naive popular 
misconception regarding protection. Many persons fail to appreciate 
the mutual nature of international trade. The Mercantilistic notion 
still persists that, if a nation can export more than it imports, and re- 
ceive the balance in money, it reaps a corresponding gain. It cannot 
be doubted that this belief is partly responsible for the maintenance 
of protective tariffs in many parts of the world. After what has pre- 
ceded, it should hardly be necessary to point out the absurdity of this 
position. No nation can long continue to maintain a “favorable” bal- 
ance and receive payment for it in money. Rising prices would soon 
check its exports. Nor would it be desirable, as we hav^e already 
learned. There is no peculiar virtue in money. Great quantities of it 
in a country are not beneficial. It only makes prices high. Money is 
meant to be spent. It does a country no good to receive it unless it 
spends it, by buying back commodities from other nations. The real 
benefit of international trade comes from a mutual exchange of 
products, a natural balance between exports and imports, both visible 
and invisible. 

Some Valid Arguments for Protection. — The foregoing reasoning 
leads to the conclusion, that tariff protection is uneconomical, causing 
a loss in real income to the nation that practices it. Nevertheless it 
does not follow that it is never wise for a government to impose such 
tariffs- It sometimes happens that, even though a thing costs us some- 
thing, it may be worth the price. It is important to realize that pro- 
tection does cost something; it lessens national income. But there may 
be considerations which make it worth while to incur this cost. We 
may consider some of the possible gains which may be derived from a 
policy of protection. 

Protection of infant industries may result in economic gain in the 
long run, though for the time being it is a loss. In the early days of the 
American nation, we were largely dependent upon England for manu- 
factured products. We had the resources and the labor for manufac- 
tures of our own, but it was difficult for such industries to get a start, 
owing to the competition of the older established and better developed 
English producers. In other words, we had the potentialities of ad- 
vantageous manufactures here, but foreign imports prevented the 
ready development of these potentialities. Our government inaugu- 
rated protective tariffs to meet the situation. These tariffs may have 
been a helpful factor in developing manufacturing industries that 
are now as economical as those of England, and that are able to meet 
competitors throughout the world. Where an infant industry gives 
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promise of eventually becoming an advantageous one, able to produce 
as cheaply as foreign competitors, temporary protection may not be 
unwise. But if it is an industry which will be permanently disad- 
vantageous, with costs always above those of foreign producers, it is 
an uneconomical industry to foster. It would require permanent pro- 
tection. Such protection would be unwise, so far as economic con- 
siderations go. 

Protection is sometimes supported because it promotes economic 
diversity and independence. Some writers feel that a nation too highly 
specialized — as, for example, one whose industry is devoted exclu- 
sively to manufactures, or to agriculture — is likely to be one-sided and 
socially maladjusted. If a manufacturing nation, it has too much city 
life, causing congestion, slums, crime, etc. If exclusively agricultural, 
it is likely to be backward, un progressive, lacking in refinement and 
culture. Protection, by preventing too narrow specialization, develops 
a well-rounded industrial life. Moreover, diversity makes a nation 
independent of other nations, and promotes national pride and unity. 
Just how much weight is to be attached to these considerations is a 
matter of individual judgment. Whether or not these are real ad- 
vantages, and whether they outweigh the disadvantage of the economic 
cost entailed by protection, cannot be positively determined. 

Finally, some persons advocate protection as a measure of military 
preparedness. In time of war, a nation’s foreign commerce may be cut 
off. If it is dependent upon other nations for important supplies, such 
an occurrence may be disastrous. Xhe United States was seriously 
inconvenienced in the first World War by being unable to get German 
chemicals and optical goods. Protection of key industries {viz., tliose 
of peculiar military importance) may develop enough basic industries 
in a country to make it better prepared to stand an interruption of its 
foreign commerce in case of war.^ Here, again, the importance to be 
attached to this consideration will depend upon the abundance or 
lack of important basic industries in the nation concerned, upon the 
individual’s judgment, as to just how serious interruptions of this 
sort are, as to the likelihood of war, and so on. 

Subsidies. — The encouragement given to a domestic industry by 
tariff protection is indirect; the tariff policy relies upon freedom 
from foreign competition to permit the industry to grow of its own 
accord. A more direct method is tor the state to pay an outrigfit 
bounty or subsidy to an industry whose expansion it desires to foster. 
For instance, our government for years has paid such subsidies, in one 
form or another, to Anieri< an merchant ships, in order to encourage 
the development of our merchant marine. This is done because a large 
merchant fleet is considered a valuable accessory to the navy in case 
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of war. Often the subsidy is concealed in the form of liberal payments 
for the carrying of mail, payments which exceed the actual cost of the 
mail service. Our government has greatly promoted the development 
of commercial aviation in this country by that means. 

The effects of such subsidies are substantially the same as those of 
protective tariffs. They tend to encourage the growth of industries 
for which the subsidizing country is not adapted. Hence there is a 
loss of the economic advantages which would be enjoyed if the goods 
so fostered were purchased from foreigners — a loss which may or may 
not be counterbalanced by the gain in military security or other ad- 
vantages which the subsidized industry is supposed to bring. 

Embargoes. — Protective tariffs and subsidies are designed to ham- 
per or prevent the purchase of goods from abroad. The embargo is a 
device whose purpose is exactly the opposite, namely, to prevent the 
sale of goods abroad. Therefore, instead of curtailing imports, it re- 
duces the quantity of exports. The purpose of such a measure is usually 
to conserve the domestic supply of certain goods, considered vitally 
important for national defense, or to prevent certain goods, usually 
of a military nature, from getting into the hands of foreign govern- 
ments, for some political or military reason. If the United States was 
at war, exports of important war materials, such as gasoline, might 
well be expected to be embargoed. In 1940, an embargo of scrap iron 
shipments to Japan was decreed, in order to hamper the Japanese 
government in pursuing its war against China. 

We know that, in the long run, imports and exports tend to balance. 
Therefore, if we reduce our exports permanently by embargoes, our 
imports could be expected to decline to an equal degree. Here, again, 
is a barrier to the free movement of international trade which de- 
prives the nation of the economic advantages of specialization, for a 
presumed gain of a political or military kind. 

Import Quotas, Blocked Accounts, and Bilateral Trade Agree- 
ments- — Let us turn now to various devices adopted by governments 
in the post-war period to prevent the loss of gold which was threatened 
by the debt situations mentioned above. These various measures may 
be grouped collectively under the general heading of exchange con- 
trols. Their general purpose is to prevent private purchases of for- 
eign exchange from pushing exchange rates up to the point where 
governments might be embarrassed in making debt payments, or 
where large quantities of gold might have to be shipped out to settle 
adverse balances. 

An import quota is a measure which limits the amounts of specified 
commodities which may be imported into a country. It may be ac- 
complished by requiring each importer to procure a license before 
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importing the designated goods, so that the total amount brought 
in can be controlled by the government. In this way the demand for 
foreign exchange can be limited; for, as we know, imports are one of 
the chief sources from which such a demand arises. 

The blocked account can be explained by means of the following 
illustration: Let us suppose that a German importer has purchased 
oil from a Rumanian petroleum company, for which oil it owes the 
latter 10,000 marks. The German government, not wishing to allow 
the development of an adverse trade balance, stipulates that the im- 
porter may not make this payment by the purchase of Rumanian ex- 
change (for this would affect the rate of exchange which the govern- 
ment is trying to control). Instead, he is only permitted to deposit the 
10,000 marks to the credit of the Rumanians in the German Reichs- 
bank. The Rumanian creditor can then use this deposit inside Ger- 
many for certain purposes specified by the government (for instance, 
the purchase of designated German goods), but he cannot sell his 
credits outside of Germany. The Rumanian oil company is then faced 
with certain alternatives: it may purchase the specified German goods; 
it may sell its claim (in Germany) to someone else who desires to pur- 
chase such goods; or, it can invest the money in Germany. Thus, this 
device insures that credits and debits will be offset so that no debit 
balance can arise. It has been much employed by Germany in its trade 
dealings with other countries. 

Bilateral trade agreements have much the same effect. Such an 
agreement is in the form of a treaty between two countries, by wliich 
one party agrees to import a certain amount of goods from the other 
in return for the latter's agreement to take an equivalent quantity of 
exports from the former. Thus trade between the two countries is 
made to balance. It is evident that this prevents any triangular ad- 
justment. 

The effect of all these devices is to reduce the total flow of interna- 
tional commerce. Their widespread use causes an economic loss that 
is felt by nations everywhere. It is not only the controlling country 
that is affected: since the controls limit the imports of the countries 
that use them, they necessarily limit the exports of countries from 
which the exports would naturally come. 

Exchange Stabilization Funds, — Another device, which is used to 
prevent adverse movements of foreign exchange rates and to stabilize 
the foreign exchange market, is the exchange stabilization fund. This 
has recently been employed as an instrument of policy by the govern- 
ments of Great Britain and the United States, as well as by other coun- 
tries. By this scheme, a considerable measure of control over foreign 
exchange rates is given to the Treasuries of the countries concerned. 
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by placing in their hands a huge sum of money for the purchase and 
sale of foreign bills. Suppose that the rate of dollar exchange is rising 
in relation to the British pound, so that pounds are becoming cheaper 
in terms of dollars. Our Treasury can then use some of its stabilization 
fund to buy up British bills of exchange, which it may hold temporary 
ily, or use to build up deposits in London for use in later stabilization 
operations. These purchases increase the demand for British bills and 
thereby prevent them from falling as much as they otherwise would, 
thus stabilizing the relation between the pound and the dollar. Now 
suppose that, for some reason or other, the movement of the exchanges 
is reverse, so that the American dollar begins falling in term of pounds. 
Our Treasury can then make drafts against its British deposits and sell 
them on the foreign exchange market. The additional supply of l.on- 
don drafts checks the tendency of British exchange to rise. Or the 
Treasury can accomplish the same result by using its London dejxisits 
to buy American exchange in England, thereby raising the dollar in 
terms of the pound. Even if it has no credits in London at the moment, 
it might borrow the necessary funds in the London market and carry 
out the same operation. 

The operations of such a fund are usually carried out in secrecy. 
This is done in order to prevent speculators from taking advantage of 
the situation to make profits at the expense of the government. If it 
were known that the American Treasury was selling Britisli exchange 
to prevent a fall in the dollar, speculators might sell British drafts 
short at a discount, later fulfilling their contrac'ts by buying up drafts 
offered for sale by the Treasury. The activities of speculators ivorking 
against the objectives aimed at by the Treasury might defeat the pur- 
pose of the operations. In the case of Great Britain and the Uiiited 
States, the two funds have been operated in close collaboration, with 
the single purpose of stabilizing the relation between the pound and 
the dollar. 

Such operations as these may succeed in preventing erratic and 
speculative fluctuations of exchange rates, but they could hardly he 
expected to prevent fundamental, long-run shifts in exchange and 
trade relations arising out of basic conditions of trade. For example, 
if the prevailing balance of trade were altered by large debt payments 
due the United States from Great Britain, stabilization fund pur- 
chases of British exchange would hardly sufTice to prevent American 
exchange from rising to Britain’s gold export point. The rise could 
only be stopped if the stabilization fund was prepared to buy British 
exchange (or sell American exchange) in value equal to the amount 
of the debt payments to be made. The effect, of course, would be to 
offset the debt payment entirely by an increasing debt in the other di- 
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rection; for sufficient American exchange to meet the payments could 
only be provided by placing a sum equivalent to the debt at the dis- 
posal of British creditors. It would be rather absurd for our govern- 
ment thus to nullify the British debt payment; if payment of the debt 
was for some reason not desired, it would be simpler to cancel it out- 
right. The offsetting of a fundamental shift in imports or exports, aris- 
ing out of changing conditions of international demand and supply 
of goods, would be equally difficult to accomplish. Therefore, our con- 
clusion is, that exchange stabilization fund operations are effective 
only in controlling minor, short-period movements of exchange rates. 

Competitive Currency Depreciation. — We have seen that the 
first World War and post-war periods were times of monetary infla- 
tion. Such inflation usually has the effect of forcing downward the 
rate of exchange on the inflating country. For instance, as German 
marks increased in quantity, their price in terms of dollars fell. Kver- 
increasing tjuantities of marks could be bought tor a dollar We know 
that there is also a tendency for prices to rise in the inflating country; 
but prices do not usually go up as fast as exchange rates go down, for 
dealers in foreign exchange anticipate the coming rise of prices by 
selling exchange at a discount in advance. This lag of prices behind 
the movement of exchange rates makes it temporarily profitable for 
foreigners to buy goods in the inflating country. If more German 
marks can be bought for an American dollar, and the prices of German 
goods have not risen by a corresponding amount, more Cierman goods 
can be bought with an American dollar than before. Hence, it is 
profitable to turn dollars into marks, turn the marks into goods, and 
import the goods into this country. So, the temporary effect of cur- 
rency depreciation is to stimulate the exportation of goods from the 
country where the depreciation is taking place. 

This effect is only temporary, because, when prices in the inflating 
country catch up with the movement of exchange rates, there will no 
longer be any advantage in such a transaction as has been described. 
The decline in marks will be exactly offset by the higher prices of 
German goods, so that no more goods can be bought with a dollar 
than before. When this happens the stimulus to (»erman exports has 
ceased. However, just as long as the process of inflation continues, ex- 
change rates are likely to move ahead of prices, so that the stimulation 
of exports will be progressive. 

This increase in exports has a certain buoyant effect on the indus- 
tries of the exporting country, tending to produce a cyclical up swing 
there. We can readily see, also, that it might prove advantageous to a 
country which is faced with the problem of making heavy debt pay- 
ments abroad. The extra exports provide it with foreign exchange 
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with which to make those payments. Hence, in the post-war period a 
number of th^ debtor countries deliberately depreciated their cur- 
rencies for this reason. They did this by reducing the gold content of 
their standard money units. Their money immediately fell in the 
foreign exchange markets by the amount of the reduction. 

Consider now how such a policy would aflEect other countries. The 
latter would find themselves faced with an unaccustomed flow of im- 
ports from the depreciating countries. These imports would not be 
the result of natural trade conditions, but purely the result of the 
monetary policies of the foreign governments. They would affect ad- 
versely the balance of paymei^s of the countries which were receiving 
the goods, and they would arouse the hostility of local producers who 
had to compete with low-priced foreign goods — low priced, not be- 
cause of cheaper methods of production abroad, but artificially re- 
duced by the monetary policies of the foreign governments. These 
effects would naturally lead to retaliation, so that the receiving coun- 
tries would depreciate their currencies, in turn, in order to counter- 
act the effects of the policies that had been pursued by the foreign 
governments. So, in the post-war years, there occurred a series of com- 
petitive currency depreciations, spreading from one country to an- 
other like a pestilence. Even the United States did not escape the 
contagion. In 1933, the gold content of our dollar was reduced about 
40 per cent, to meet the depreciation of other currencies. The result 
of such a situation is monetary chaos throughout the world, and a 
general disruption of trade relationships. Eventually it is likely to 
lead to some kind of truce or formal agreement among the competing 
countries, by which they consent to the maintenance of certain estab- 
lished ratios between their several currencies. 

The Broad Effects of Trade Restrictions. — The net effect of the 
various trade restrictions which have been discussed is a world re- 
duction of trade and a loss of real incomes resulting therefrom. These 
losses were severely felt in the post-war period referred to. and were 
a large factor in the generally depressed condition of economic life 
during that period. They are the joint result of political rivalries, 
misguided nationalism, and shortsighted economic policies which 
failed to distinguish between temporary gains and long-run advan- 
tages. 

Summary 

The basis of world trade rests in the unequal distribution of re- 
sources among the different countries. As a result of these inequalities, 
cost and price structures for different kinds of goods differ from coun- 
try to country. According to the law of comparative costs, each coun- 
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try tends to export those goods which it can produce at relatively low 
costs, and to import those goods in which its costs are^elatively high. 
These exports and imports so change the demand aoTsupply ol com- 
modities in the trading countries as to bring price structures therein 
to ecjLiality, except for differences in transportation costs. Each coun- 
try reaps a gain of real income from this trade, because of the advan- 
tages of geographical specialization. Each concentrates on those things 
for which it is most efficient, exchanging its surplus for goods which 
other nations can produce more efficiently. 

A country enjoys an absolute advantage in trade if it can produce 
more of a given product with a given quantity of productive agents 
than other countries; it has a comparative advantage when a given 
quantity of its productive agents is relatively more effective (or less 
ineffective) in the production of one commodity than another. Addi- 
tional bases for trading are found in the momentum of an early 
start, the possession of large optimum business units in the face of a 
limited world demand, and in political conditions that favor invest- 
ment. Trade between regions of a country follows substantially the 
same principle as international trade. 

International trade is restricted by tariffs and controls of various 
kinds. Contrary to popular beliefs, protective tariffs do not add to tlie 
volume of industry or employment, for, in checking imports, they 
indirectly check exports also, through the operation of the balance 
of trade; they merely divert industry from advantageous to disad- 
vantageous channels. However, protection of infant industries might 
lead to the development of advantageous production, and protection 
may be defended as promoting the economic independence and mili- 
tary preparedness of a nation. Some domestic industries are fostered 
directly, by government subsidies, instead of by tariff protection. Em- 
bargoes limit or prevent the exportation of certain goods for military 
or political reasons. Import quotas restrict the importation of certain 
goods to prevent debit tracle balances. Blocked accounts achieve a 
similar effect by forcing foreign creditors, from whom goods are pur- 
chased, to use the proceeds of suc:h sales for the purchase of specified 
goods, or for making investments, in the importing country. Bi- 
lateral trade agreements restrict the volume of goods bought from the 
other party to the agreement, to what can be exported to that country 
in exchange. Temporary stability of exchange rates between certain 
countries can be maintained by the manipulation of exchange stabili- 
zation funds, which enable the government to buy or sell foreign ex- 
cliange in order to offset undesired fluctuations. Currency deprecia- 
tion temporarily stimulates exports from the depreciating country, 
because its exchange rates fall faster abroad than its internal prices 
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rise. The broad effects of these various restrictions has been a general 
disruption of world trade and a loss of the economic advantages which 
would otherwise have resulted therefrom. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 

There are three general types of theory concerning the basic conditions 
of international trade. The older, classical theory stresses differences in 
labor costs, and the principles of absolute and comparative advantage; it 
is carefully developed by F. W. Taussig, in his International Trade (1927). 
A more recent view, stressing the differences in price structures resulting 
from the unequal distribution of productive agents throughout the world, 
is set forth in Bertil Ohlin’s Interregional and Interttational Trade (1933). 
The third approach emphasizes the principle of opportunity costs. An 
exposition of this is to be found in Gottfried von Habeiier's The Theory 
of International Trade (1936). The theories of Taussig and Ohlin are 
conveniently summarizecl in P. T. Ellsworth’s International Economics 
(J93S)» which also deals comprehensively with the whole held of inter* 
national trade principles and policies. 

On the controversy over protection and free trade, consult F. W. Taus- 
sig’s Free Trade, the Tariff and Reciprocity (1920), and the briefer discus- 
sion in Chapters 36 and 37 of his Prmciples of Economics (4th edition, 
» 939 )- 



Chapter XIX 


THE SHARING OF INCOME 


The Nature of Income Sharing. Distribution. — The economic 
activities of mankind are devoted primarily to production. From the 
labor of millions of workers, the operation of countless machines, the 
everlasting bustle of commerce, and all the other myriad processes of 
the business world, there flows a continuous stream of commodities 
and services for the gratification of the desires of men. These goods 
are produced, not for the use of the identical persons who made them, 
but to be offered for sale in the markets of the world. We may tliink 
of these markets as one great central market place into which the 
stream of newly created goods is continually being poured. The 
patrons of this huge market are the members ot society, who come 
there to obtain from the common stream the products of which they 
are in need. The transactions are effected through the processes of 
exchange, and with the aid of money. For the goods which he delivers 
to the market, each producer receives a sum of money. This sum of 
money we can think of as a kind of warehouse receipt for his products. 
By presenting this receipt (i.e., by offering money for goods), he is able 
to withdraw from the market a supply of commodities and services 
for his own use. The same individuals appear in the proceedings in 
two different capacities. They contribute goods to the market as pro- 
ducers; they take out a corresponding amount of goods as consumers. 
The bringing of the stream of goods into being and the delivering of 
it to the market place is production. The stream of products result- 
ing from this process is the real income of the people. Tlie division 
of the product among the claimants who come to the market place lor 
it is the sharing of income. 

Only those who put labor or capital into industry have a direct 
claim upon the product, for only by offering something which con- 
tributes to production can they obtain “receipts” (money) to bring to 
the market in exchange for goods. It follows that the social income 
goes in the first instance to business enterprisers, capitalists, and wage- 
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earners who put themselves or their wealth into the business of pro- 
duction. After they get their shares of income, they may pass some of 
it on to others. The husband hands some of it to his wife to buy the 
family food and clothing, the father gives his son an allowance to 
meet jiis college expenses, and so on; but the wife and son derive 
their shares indirectly, according to family custom or paternal gen- 
erosity, and it is clear that their share must depend on the amount that 
the head of the family is able to claim for his contribution to pro- 
duction. Hence, if we would understand how the income of society is 
apportioned, we must look at the payments which are made in in- 
dustry to the several productive agents. Accordingly, for our present 
purpose, we may define income sharing as the apportionment of the 
social income among the agents of production. 

Most economists use the word distribution to designate this process. 
This usage is confusing, because the word is differently employed in 
the language of business men and in everyday speech. In the business 
world, “distribution” usually means the process of getting commodi- 
ties from the places where they are produced to consumers in other 
localities. For example, cotton is “distributed” from our Southern 
States throughout the civilized world, and anthracite coal, mined in 
Pennsylvania, is “distributed” through the Middle Atlantic and New 
England States. In this sense, “distribution” includes the whole process 
of transporting and marketing merchandise. To avoid the confusion 
caused by these two uses of the word, we shall in this text always use 
the term income sharing to denote the process of apportioning the 
product of industry; but, in reading the works of other economists, the 
student must be on his guard against misunderstanding, for he will 
usually find the term distribution used instead of income sharing, 
and not used in the popular sense at all. 

The Shares of Income. — It has already been said that the first 
recipients of income are those who contribute in some way to pro- 
duction. Some persons are workers — skilled mechanics, unskilled la- 
borers, clerks, foremen, salesmen, etc. — who receive some sort of 
wages or commissions for their services. Others -are owners of capital, 
of one sort or another, which is employed in industry. Whether they 
are personally engaged in any productive activities or not, they are 
able to obtain a payment for the use of this capital, because of its 
value in production. Still others are enterprisers — directors of busi- 
nesses of their own — who reap gains from their operations, if success- 
ful. These three cases represent three general sources of incomes, to 
which we shall devote the next four chapters. The revenue derived 
from each one of these sources constitutes a share of income, and has 
its appropriate name. Income from labor is called wages. Income 
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from capital is called interest or rent, as the case may be. Income from 
business enterprise is called profits. 

We shall find, as vve proceed, that these three forms of income are 
not simple, but are composed of a number ol elements. Economists 
are particularly prone to distinguish between that part of the income 
from capital which is derived from land ownership, and that part 
which is derived from other wealth. Profits consist partly ol a reward 
for the labor of the enterpriser, partly of a payment for the capital 
he owns, and partly of other items. Wages can likewise be split up into 
a number of factors, although they are not so clear-cut as in the other 
two cases. 

Moreover, the income of any particular individual may be a mix- 
ture of two or three of the income shares. A business man may be at 
the same time I)oth enterpriser and capitalist; the net proceeds of 
his business then include both interest and profits. Although he may 
not differentiate them in his accounts, it is nevertheless true that the 
separate forms of income are really there, one arising out of his in- 
vested savings, the other out of his management. Also, the stockholder 
of a corporation is both capitalist and enterpriser, fiis dividends con- 
taining elements of both interest and profits, which are difficult to 
separate. The net income of a farmer who labors in his own fields in- 
cludes both profits and wages; and if he owns tlie farm, it includes 
interest as well. Notwitftstanding these instances, where the pro- 
ductive functions and forms of inc'omes are merged, a correct analysis 
must trac'e each income to its source and break it into its elements, 
which may conveniently be classified into the shares which liave been 
named. 

The economist seeks to discover what determines the amounts of 
these various sliares. On what principles are rates ol wages establisfied? 
What determines how mucfi interest an investment will yield? How 
is the annual rent ol a piece ol real estate fixed? What forces govern 
the size of business profits? These are the cpiesticjns that the next lew 
chapters will seek to answer. Before considering them in detail, how- 
ever, we may consider some general principles which apply to them 
all. 

Costs and Income Shares. — In our analysis of commodity pric es 
it was pointed out that the costs ol production involved in bringing 
any commodity to the market resolve themselves into prices paid for 
the various scarce agents of prodiuiion eiiij>loved in the process. The 
shares which constitute the primary sources ol individual incomes are 
also resolvable into the prices ol the agents of production. We shall 
learn, as we proceed, that the inc omes rec eived by laborers, by the 
owners ol capital, and by business enterprisers, consist of payments 
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made to them for labor, for the use of land, for saving and waiting, 
for business ability, and for risk. Hence the shares of income are made 
up of identically the same elements as the costs of production. In 
fact, the shares of income are costs of production looked at from a 
different point of view. Our analysis of the circuit flow of money 
showed us that every cost paid out by an enterpriser in the process of 
production must be income to someone. If the costs are in the form 
of wages, those wages are income to the laborers who receive them. 
If the costs consist of payments for interest on borrowed capital, that 
interest is income to the person who made the loan. It is the same 
with every other cost. Hence the analysis of income sharing merely 
continues and completes the discussion of prices begun in earlier 
chapters. 


The relation between commodity prices and the prices of the 
agents of production is illustrated by Figure 53. Here the letters 


A, B, C, D, and E, are meant 
to represent five different 
commodities which are typ- 
ical of commodities gener- 
ally, and the agents of pro- 
duction are grouped into the 


COMMODITIES 



categories — labor, land, and 


LABOR LAND SAVING 


savings. Business enterprise Figure 53. Commodity Prices and the 
is reserved tor separate treat- Prices of the Agents of Production, 
ment, for reasons which will 


presently appear. The diagram pictures for us a dual relationship. 
On the one hand, from each of the several commodities, a demand 


for all three kinds of productive agents arises; this is illustrated by 
the lines which radiate downward from each of the points A, B, C, D, 
and E, to the three kinds of agents. On the other hand, the supply of 
each agent is divided among all of the products; this is shown by the 
lines radiating upward from labor, land, and savings, respectively, 
to each of the five commodities. The pricing problem involved in 
diis relationship is a correspondingly twofold one. On the one hand, 
we have to ask ourselves the question, how is the price of each agent 
used in the production of commodity A related to its price when 
used for commodities B, C, D, and E? This question we have already 
answered in our analysis of commodity prices, by means of the princi- 
ple of opportunity costs. That principle told us that, if an agent is 
to be used for the production of commodity A, the producer will have 
to pay just as much for it as will be bid by competing enterprisers who 
expect to use it for other commodities; therefore, the price of each 
of the three kinds of agents will be equalized in all of its various uses. 
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But this solution assumes that the producers of each commodity 
know what they can afford to bid for each of the agents they employ. 
This begs a very important question, namely — How can the pro- 
ducer of a given commodity know what to bid? He may know the 
price at which he can sell his product, but how does he know what 
part of that price he can afford to offer for labor, what part for land, 
and what for savings? In short, how can separate demands for the 
agents of production be derived from the demand for the various 
products in which they are jointly used? The shares of income which 
the owners of the various agents can command depend upon the an- 
swer to this question. Therefore, we must investigate this problem if 
we are to understand the income sharing process. 

It should now be clear that the problem of income sharing is funda- 
mentally a problem of pricing. This means that it requires a two- 
sided analysis — one of demand and one of supply. Since the shares 
of income are made up of the prices of the agents of production, we 
must ascertain flow those prices are fixed, by studying the demand for 
and supply of the agents. Such a study will complete our analysis of 
the pricing process, by giving us a full account of the nature and de- 
termination of costs, while at the same time it will show us how the 
income of society is apportioned among those who participate in 
production. 

Variable Proportions and Diminishing Productivity. — To explain 
the demand for the agents of production, we must go back to certain 
basic principles which were established much earlier in our studies, 
in the chapter entitled “Combining the Agents of Production.’’ If the 
student’s recollection of this chapter is somewhat hazy, he would do 
well to review it at this point before going any further. In that chap- 
ter. it was shown that, within the limits set by existing technology, 
an enterpriser can vary the proportions in which the several agents 
of production are combined. He can farm extensively, using much 
land with relatively little labor and machinery, or intensively, using 
less land and relatively more labor and equipment. If he is a manu- 
facturer, with a plant already equipped, he can vary his output by 
using more or less labor and raw materials; and if he is building a 
new plant, he can vary the arrangement in such a way as to use much 
or little e(|uipment, in relation to the labor force which he expects 
to employ. This means that, in the long run, wide variation is pos- 
sible in the combination of production agents employed in industry. 
Productive techniques can be adapted to the relative abundance or 
scarcity of the several agents of production which are available. 

The discussion in the chapter referred to established also the fact 
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that, in this process of variation, a tendency to diminishing pro- 
ductivity is encountered. If a farmer, in the cultivation of a given 
quantity of land, employs more and more labor, tools, and machinery, 
each additional input of these added agents will at first increase the 
output by progressively larger amounts, but, after a certain point has 
been reached, the increments of output begin to decline, and thence- 
forth they become progressively smaller. To the increment of output 
obtained from one additional input of a variable agent we gave the 
term marginal output, or marginal product. The important fact for 
our present analysis is that marginal products eventually decline as 
the inputs of a particular agent of production increase. We may see 
how this is significant for the problem of income sharing by consider- 
ing an illustration. 

The General Principle of Demand for Productive Agents. — Sup- 
pose that a certain farmer has a large quantity of land at his disposal, 
which he desires to devote, in the most advantageous manner, to the 
growing of cotton. He cannot utilize this land effectively without em- 
ploying labor and equipment. Therefore, he might bid a pretty high 
price to secure a small quantity of these agents, if compelled to do so. 
If the supply of them at his command was so small that the point of 
diminishing productivity had not been reached, each additional unit 
of labor and equipment would add very greatly to his crop, and 
would, therefore, be quite valuable to him. How much could he 
afford to pay for them? The answer to this question will reveal the 
general principle on which the demand for productive agents depends. 

In our analysis of the pricing process, we learned that there is a 
general rule of policy, which it is advantageous for enterprisers to 
follow, in deciding how much of their product to produce. The rule 
was that it pays to increase output so long as the receipts from the 
sale of each additional increment exceed the extra cost of obtaining 
them. This principle is applicable to the present problem. It will be 
worth our farmer’s while to employ additional workers and tools, 
so long as the extra products which they make possible can be sold for 
a price which is not less than the price he must pay for the extra 
agents. This means that his bid for those agents is limited by the price 
he can obtain for the marginal increments of produce which they 
yield. Our conclusion is that the demand of an enterpriser for the use 
of an agent of production is based upon the value of its marginal 
product. 

Suppose, for instance, tfiat the anticipated market price of cotton 
is 10 cents a pound, and that the marginal product obtainable from 
increasing inputs of labor on each acre is as follows: 
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Inputs of Labor 
(in weeks) 

Total Product 

Marginal Product 
(in lbs.) 

Value of Mar- 
ginal Product 

1 

60 

60 

$6.00 

2 

130 

70 

7.00 

3 

210 

80 

8.00 

4 

300 

90 

9.00 

5 

400 

100 

10.00 

6 

490 

90 

9.00 

7 

570 

80 

8.00 

8 

640 

70 

7.00 

9 

700 

60 

6.00 

10 

750 

50 

5.00 


Then it would pay him to offer up to, but not beyond, the figures 
shown in the last column of the table, for the quantities of labor in- 
dicated in the first column. Putting the figures the other way around, 
if wages are $9,00, it will pay him to employ 6 weeks of labor, if 
wages are $7.00, he would employ 8 weeks, and so on.^ If he stops 
short of employing the number of workers that will equalize the 
value of the marginal product with the wage, he will forego a possible 
chance of profit, for, so long as an additional input of labor will add 
to output a value in excess of its wage, profit will be increased by ein-. 
ploying it- Not until the price obtainable from the output of the mar- 
ginal labor just equals the wage that must be paid to get it, will the 
opportunities for profit be exhausted. This is in accord with the 
reasoning which was developed in our discussion of the general rule 
of policy. 

It appears, then, that our farmer’s schedule of demand for labor is 
based on the value of the marginal product of labor, and is repre- 
sented by the first and fourth columns of the table. If we were to add 
to this the schedules of demand of all other employers of this kind 
of labor, calculated in the same manner, we would have the total de- 
mand schedule of the entire market in which such labor was em- 
ployed. The schedule of demand for each of the other agents of 
production could be calculated in a similar way. So, we have now dis- 
covered the general principle on which the demand for productive 
agents is based: the demand for an agent of production is determined 
by the value of its marginal product. 

This analysis applies not only to labor as a whole and to capital as a 
whole, but to each kind of the several agents of production. Every 

1 From the table it niighi seem that, with wages at Sg.oo, he might employ either 4 or 
6 weeks of labor l)tit he would not stop at 4 weeks, because a fifth input of labor would 
add to his ptoduci, at a cost of only yielding a profit of Si. 00. At this wage 

it woukl be a matter ol inciineience to him w’hether he employed the sixth input 01 not; 
theiefore, this marks the limit to his effective demand at that wage. From this reasoning 
it follow's that the really significant pait of the demand schedule is the portion wdiich 
comes after the point of diminishing productivity. 
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grade of skilled and unskilled labor, of land, and of equipment, has its 
own price- Each of these is established by the same market process. All 
are subject to the law of diminishing productivity, and the employ- 
ment of each tends to be pushed down to that point where its price 
equals the value of its marginal product. We may conclude, therefore, 
that the demands for the various agents of production that are used 
in the making of commodities are derived from the demand for the 
commodities in proportion to their respective marginal products. 

The comt)ined values ot these marginal products tend to e<|ual tiie 
total value of the commodities. If it were not so, there would be a 
divergence between the costs of production of the commodities and 
their prices. Such a divergence cannot long be maintained if there is 
competition among enterprisers in production; for we learned in the 
discussion of prices that, if the market price is either above or below 
the costs of production, there tends to be an increase or decrease in the 
output, as the case may be, which pushes them towards equality .- 

Xhe Law of Demand for Productive Agents. — What will be the 
characteristic feature of demand schedules based on this principle? 
What will be the nature of the corresponding demand curves? Will 
they follow the same law as commodity demand schedules and curves, 
or will they follow a different law? Consider once more the producers 
of cotton. They are faced with two conditions. In the first place, as 
they employ more and more labor, in proportion to land and equip- 


2 This is the price aspect of a physical !a\v, that the sura of the marginal products is 
equal to the total product. The following example, suggested by a similar one in J. M. 
Clark's Economics of Oxferhead Costs, illustrates this: Suppose that, with 10 men working 
on 50 acres of land, we get 500 bushels of product, which is an average of 10 bushels per 
acre. If we are working well T^ast the point of diminishing productivity, the addition of 
more land will increase the yield by less than this average. Accordingly, we may suppose 
that, with 55 acres, and the same number of men as before, we get 530 bushels. The extra 
5 acres of land have added 30 bushels to the product: hence the marginal product of the 
land in this case is 6 bushels per acre. Now^ suppose that we continue to use 55 acres of 
land, but increase the working force to 11 men. Observe that we now have the same num- 
ber of men per acre ( 1 to 5 ) that we had in the beginning; therefore, the product ought to 
average the same as before ( 10 bushels per acre). Total product, then, should now be 550 
bushels. Comparing this with the yield when we had to men and 55 acres, it appears that 
(he eleventh man has added 20 bushels to the product. The marginal product of labor 
in this case is 20 bushels per man. It thus appears that, ■when i i men are working on 55 
acres of land, their marginal products are 20 bushels and 6 !>ushels, respectively, \fulti- 
plying the number of units of each agent by its marginal product, we get the following 
calculation: 


Margiinal Number 

Product of Units 

of Agent of Agent 

I.and 6 X 55 

Labor 20 X ^ * 


Sum of 
Marginal 
Pioducts 


Total product 550 

It follows that, if each agent is paid per unit a sum equal to the value (selling price) of its 
marginal procUici. the total paid to the agents will ecjual the proceeds from the sale of 
the product. I'his accords with the rule that the price of a commodity tends to equal its 
costs of production. 
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menu or more and more of the latter in proportion to the former, 
and thereby increase the output of cotton, the price of cotton will 
fall, because of the law of demand for commodities. This makes the 
additional agents less and less valuable to enterprisers as more and 
more of them are employed. In. the second place, increasing employ- 
ment of any one agent brings into play the tendency to diminishing 
productivity, so that the marginal product grows progressively less 
as more and more of it is brought into use. This also tends to reduce 
its value to enterprisers. Therefore, it follows that the demand prices 
offered for any productive agent tend to decline as its effective supply 
increases. In other words, the demand for productive agents follows 
the same law as the demand for commodities: The greater the c|uan- 
tity of any agent offered for employment on the market, the lower will 
be the price at which the whole of it can be employed. In view of this, 
the demand curve for productive agents will have the same general 
slope (downward to the right) that is characteristic of commodity 
demand curves. We can draw the further conclusion, that those agents 
which are relatively scarce will command higher prices than those 
which are relatively more abundant. This last principle wilLpresently 
be somewhat more fully developed. 

The Equalization of Marginal Products. — We have not yet com- 
pleted the analysis of the demand for the agents of production; for we 
have been considering only the use of these agents in the production 
of a single commodity (cotton); whereas, in reality, every agent is 
employed in the production of many things, and its price is deter- 
mined by the combined demand for it in all its uses. The principle of 
opportunity costs supplies the missing link. We know from the previ- 
ous discussion of that principle that the producers of cotton must 
compete with the producers of other commodities for the supply of 
the agents of production, and must pay the same price for the latter 
that competitors are willing to pay. In the production of all the com- 
modities for which an agent of production is used, enterprisers seek 
to push the use of that agent as far as profitably can be; hence there is 
established an equilibrium in each employment where the price paid 
for the agent equals the value of its marginal product. This margin 
tends to be brought to equality in every employment, because of the 
competition between all producers. If one industry is offering more 
for a given type of labor than another, some workers will be attracted 
from the latter to the former. This will cause the marginal pro- 
ductivity of labor in the latter employment to rise, and in the former 
to fall, until their values are equal. It is the same with land or equip- 
ment. So there is established throughout all industries a common 
margin for each agent, such that its price is uniform throughout a 
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given market: and such that the entire available supply of it is utilized. 
We may say, therefore, that the price of any agent of production tends 
to equal the value of the marginal product of the entire supply of that 
agent. It follows that the income of society is apportioned among tlie 
owners of the various agents of production in proportion to the re- 
spective marginal productivities of those agents. 

The Supply of the Agents of Production. — The principle of 
marginal productivity gives us a general formula for the demand for 
any agent of production, but it tells us nothing about the supply. 
We have observed that the marginal product of an agent will vary 
with its quantity; therefore, an analysis of the factors ‘determining the 
supply of the various agents of production is necessary to a complete 
description of the sharing of income. If an agent of production is 
very abundant, its marginal productivity and its price will be low; 
the income obtained from it by those who contribute it to production 
will be correspondingly small. If an agent of production is very scarce, 
its marginal productivity and its price will be high; the income 
derived from it will be correspondingly great. 

The scarcity or abundance of the agents Of production does not 
rest on any one general principle; on the contrary, the supply of each 
is determined by its own peculiar circumstances. A full discussion of 
the^e must be deferred to the next four chapters. Howev^er, a brief 
indication of the general lines which that discussion will take may be 
given here. The supply of labor is governed by the size of the popu- 
lation, the proportion of it gainfully employed, the number of per- 
sons capable of doing the various kinds of work, the willingness of 
people to work, and the desirability or unattractiveness of the work 
itself; so we must investigate the biological, psychological, and social 
factors which affect these things. So far as the income from capital is 
concerned, we shall find that some kinds of it (especially land) are 
practically fixed in quantity, biit that other forms of capital are not. 
The income from land, therefore, is determined by the demand for 
it in much the same way as the values of commodities in cases of 
fixed supply, but the existence of great differences in the advantages 
of different pieces of land presents peculiarities which will require 
careful study. Other forms of capital can be produced by man, but 
their use in production requires saving, waiting, and risk, so that 
their supply is not unlimited. We shall need to examine, therefore, 
the conditions under which people are willing to save and wait and 
accept the risks of investment. Finally, the supply of business enter- 
prisers depends on the percentage of managing ability in the popula- 
tion, and their willingness to accept risks. 

Normal and Market Shares of Income. Competition and Mo- 
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nopoly. — The demand and supply of productive agents tends to 
reach an equilibrium in the same way as the demand and supply of 
commodities. Just as the price of a commodity tends to settle at the 
point where the effective demand and effective supply are equal, so 
does that of labor, of savings, and of land. And, just as there are long- 
period normal prices for commodities, about which short-period and 
market prices fluctuate, so there are normal prices of agents, about 
which actual prices move up and down from time to time. The fluc- 
tuations are not likely to be so rapid in the case of agents as they 
are in the case of commodities at wholesale; but, for this very reason, 
the deviations of actual from normal prices may be considerably pro- 
longed. So, while in this part of our study we need not be much con- 
cerned with day-to-day movements of prices, we must recognize the 
fact that there may be substantial departures ol wages, interest rates, 
and rents from their normals, which departures may persist for some 
time. We shall give our major attention to normal income shares, 
for these mark the center about which the fluctuations move, but we 
must not lose sight of the fact that the deviations are ever present. 

The normal prices w'ith which we shall deal are competitive prices, 
for the most part. So far as land is concerned, there is good reason to 
believe that there is usually active competition- on both sides ol the 
market. There is some monopoly or oligopoly in the ownership of 
particular kinds of land, especially those which contain deposits of 
rare minerals, but these are exceptional erases which need not reejuire 
much discussion. The typical cases are those in which there are many 
competing landowners and many competing land users. As to sav- 
ings, certainly no one has a monopoly ol tlie demand for them, bec ause 
there are thousands of enterprisers ac:tively seeking funds for invest- 
ment in their businesses; and there are millions of separate individuals 
seeking profitable channels for the investment of their savings. In 
the market for labor, however, monopolistic elements are mucli more 
often found. The supply of c'ertain kinds of labor is frequently dom- 
inated by labor unions which practice restrictiv^e policies, and the 
hiring of certain kinds of labor is sometimes dominated by associa- 
tions of employers acting as a unit. Therelore, we shall have to give 
more attention to non-competitive influences in discussing the wages 
of labor. 

An Illustration of the Income Sharing Process. — In order to ap- 
preciate the relation between the supply ol the various agents ol pro- 
duction, their marginal productivity, and the incomes derived fiy the 
various classes who play a part in the produc'tive process, a typical 
illustration may be of use. Suppose such a situation as that whic li pre- 
vailed in the early American colonies, when land was abundant, but 
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equipment and labor were scarce. Under such circumstances, it is easy 
for enterprisers to get land, but if they employ large quantities of it in 
proportion to their equipment and labor, it does not add much more 
to their production than if less of it were used. It is well known that 
extensive cultivation (which is the case here) does not yield as large a 
product per acre as intensive cultivation. This is because the applica- 
tion of land to other agents is carried so far beyond the point of 
diminishing productivity that its marginal product is small. In this 
case, a more effective way to increase production would be to employ 
additional labor and tools; for, since less of these are in use, the princi- 
ple of diminishing productivity will not yet apply very seriously to 
them. But labor and tools are scarce. These are, therefore, the factors 
that set limits most sharply to production. It is always the short factors 
that are the limiting ones. Their scarcity places obstacles in the way 
of increasing production. Consequently, each employer will seek to 
obtain as large a share of the available labor and equipment as he can 
get, and each will offer as high a price for hiring labor and borrowing 
savings as he can afford. We have learned that lie can afford to pay 
whatever the marginal product of the scarce agents is worth. In this 
case they will be worth a great deal, and the income derived from 
labor and savings wall be relatively high. 

Suppose the population grows, and increased savings make available 
a much larger fund of equipment than was to be had before: but that 
the quantity of land has not increased. We now have a situation more 
typical of advanced societies. In this case the principle of diminishing 
productivity becomes more sharply operative as regards labor and 
savings, and their marginal product is relatively small. Land is now 
the short factor whose scarcity is an obstacle to increased production. 
Those enterprisers who can obtain more land will avoid the tendency 
to diminishing productivity that results from employing too much 
labor and equipment in relation to land. All will therefore seek to 
obtain the scarce land, offering a good price to landowners for its 
use. They will pay as much as they can afford, and again this will be 
determined by wliat the value of tlie marginal product of the land 
happens to be. Since in this case that value will be high, landowners 
will receive handsome incomes, and the incomes of other classes in 
the community ^vill be relatively small. 

Thus, it is in accordance with the relative scarcity of the various 
agents of production, working along with tlie principle of diminish- 
ing productivity, that the income of society is apportioned. 

Business Profits and the Marginal Productivity Theory. — In the 
foregoing discussion, attention has been focused on the shares of 
income paid to laborers and the owners of capital, but very little has 
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been said about the profits of business enterprisers. The business en- 
terpriser is an agent of production working in combination with otlier 
agents, and therefore the principle of diminishing productivity ap- 
plies to him also. He, too, has his marginal productivity, the value of 
which indicates his productive worth. Because of his peculiar func- 
tions as the one who assumes responsibility for the direction ot busi- 
ness, however, his income is more likely to vary from the value of his 
marginal product than in the case of other income shares. Hence the 
analysis of business profits is best considered apart from that of other 
incomes. 

The Economy of the Income Sharing Process. — It is a significant 
fact, that, by this process of sharing the social income, each person 
who contributes his labor or his capital to production is rewarded in 
accordance with the productive importance of that labor or capital. 
If land is scarce, land is the thing which sets limits to production. 
Judged from a productive standpoint, therefore, it is more important 
than other agents. If savings are small in quantity, it is scarcity of 
equipment which limits production, and which is consequently more 
important. If labor as a whole, or any particular kind of labor, is 
scarce, that is the limiting factor, and hence the one most important 
to production. This importance is indicated by the high marginal 
productivity of the scarce agent in each case, and that marginal pro- 
ductivity is the true measure of its productive value. So the marginal 
productivity principle apportions income according to the significance 
which the various agents have for production. 

This method of paying for the productive agents effects a sort of 
rough economy in their use. By setting a high price on the scarce fac- 
tors and a low price on the plentiful ones, it induces enterprisers to 
use the scarce agents as sparingly as possible, and to substitute a 
cheaper for a more expensive one when this can be done.» For in- 
stance. a wise enterpriser would never permit a skilled workman to 
do unskilled work, because his time is too valuable to be wasted in 
that manner when a laborer at much lower wages can be obtained for 
it. So the scarce agents are reserved only for their most important 
uses. The high price of the scarce agents, moreover, stimulates men 
to increase their supply, thereby adding to the productivity of in- 
dustry. For instance, if savings to finance the construction of indus- 
trial plants are scarce, investments in such projects will fming in large 
incomes. This encourages people to save tor the sake of this income, 
making available a larger supply of such industrial ecjuipment. II a 
certain type of skilled mechanics is scarce, they will obtain high wages. 
This is a notice to workingmen that more mechanics of that sort are 
needed. More persons are thereby persuaded to learn that trade, with 



THE SHARING OF INCOME 


475 

the result that the lack of such workers is remedied. These principles 
are but a further application of the function of prices in guiding pro- 
duction, which was described in an earlier chapter. 

We must not fail to keep in mind, however, the significant fact 
there also pointed out, that the controlling influence in fixing de- 
mands, and, therefore, in deciding the prices of the productive agents, 
is not alone the desires of consumers, but their ability to back up their 
desires with purchasing power. Those whose incomes are small must 
be content to have many of their desires remain impotent in the mar- 
kets. Hence, the economy of the process which apportions the pro- 
ductive agents according to the values of their marginal products is 
not a perfect one from the standpoint of human needs. It only effects 
an economical utilization of our productive resources from the stand- 
point of effective demands. 

The Marginal Productivity Theory Not a Justification of the 
Present Shares of Income. — Since the present system of income 
sharing tends to pay each agent of production in accordance with its 
productive importance, one might easily jump to the conclusion that 
it is a just system. This would tend to justify all of our present in- 
equality, with its attendant contrast between the very rich and the 
very poor. Some economists, indeed, have followed this line of rea- 
soning. But we must be slow to accept it; for it does not follow so 
clearly from the premises as it appears to at first sight. To begin with, 
we must realize that market prices of the agents of production may 
deviate considerably from their normal prices. But even if they did 
not, we could not argue that incomes were divided in an ethically 
ideal manner. It is one thing to say that labor is paid in proportion to 
its importance in production- It is another thing to say that it is paid 
justly. Suppose that labor is so abundant that its importance happens 
to be very small — so small, in fact, that starvation wages result. We 
must then ask ourselves the question. Which is more important for 
social welfare — the maintenance of a productivity standard of in- 
come sharing, or the well-being of this mass of humanity? Or, con- 
sider another case. We may pay to the owners of land a price that 
measures accurately the importance of that land in production; but 
does it follow that the landoivners ought to receive this income? The 
whole question of the justice or injustice of private property in land 
is involved. Therefore, when we say that for each agent used in pro- 
duction a price is paid which accurately measures its importance, we 
are using the word in a purely economic, and not in an ethical sense. 
We do not mean to imply that the system of income sharing based 
on this principle is the one that makes for the greatest human happi- 
ness. We are not here prepared to say whether it is or is not. It would 
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be interesting to inquire ivhether a better scheme for dividing up 
the income of society might be found; but such a task does not fall 
within the scope of this volume. We must be content at present to 
describe the economic structure of society as it is, leaving the ques- 
tion of its improvement to other studies. 

Marginal Productivity Does Not Imply Separate Productivity of 
the Agents of Production. — In all productive operations there ate 
several- — usually many — agents of production, cooperating in the 
making of the product. In the simplest conceivable occupation we 
have man, working with land and tools. Since they work together, it is 
clearly impossible to say how much of their product was produced 
by any one of them. If a farmer, with his tools, and a hundred acres of 
land, grows a thousand bushels of wheat, we cannot say that the farmer 
produced a certain number of bushels, the tools a certain additional 
number, and the land a third number. There is no product separately 
attributable to each one of them; the entire crop is their combined 
product. Some writers, who have not clearly comprehended the mar- 
ginal productivity theory, have erroneously supposed that it implied 
some such separation of the products of the various agents. Such is 
not the case. If a farmer fias three hired men, and finds that with 
them he obtains loo more bushels of grain than he could with only 
two laborers, loo bushels is the marginal product of the three men; 
and if the grain is worth one dollar a bushel it would pay the farmer 
to pay $ioo each to retain all three of the men rather than let any one 
ol them go. This, however, does not mean that a third man actually 
produces one hundred bushels; for he is working with land and tools 
as well as the others, and the product is the combined product ol all 
three. The marginal product, therefore, is not the separate product 
of the agent measured; it merely indicates what the agent in question 
is worth to the enterpriser. 

The marginal product of an agent of production has sometimes 
been called its “specific” product, and the marginal productivity 
theory of income sharing has been styled the “specific” productivity 
theory. These terms, however, are misleading; for they imply that 
separate demarcation of the products of the various agents whicrh has 
just been shown to be imiiossible. It is preferable, therefore, to use 
the expressions marginal product and marginal productivity, which 
have no such implication. 


Summary 

Income sharing is the apportionment of the income of society among 
those who participate (or whose capital participates) in production. 
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The income shares are wages (derived from labor), interest or rent 
(derived from capital), and profits (derived from the management of 
business enterprise). These forms of income correspond to the costs 
of production; hence the determination of the income shares is a 
special problem of pricing, requiring an analysis of the demand for 
and supply of the agents of production. 

Within the limits set by existing teclinology, an enterpriser can 
vary the proportions in which he combines the productive agents. 
However, in increasing the amount of any one agent, relatively to 
the others, the principle of diminishing productivity is encountered. 
Because of it, an agent is worth less to an enterpriser, the more of it he 
employs. It pays him to carry the use of any one agent only to the 
point where the value of its marginal product equals the price he must 
pay for it. Competition among enterprisers for available supplies 
of agents forces their prices up to the values of their marginal products. 
Demand for agents is thus based on their marginal productivity. 
This demand is characterized by the same law as the demand for com- 
modities, so that demand curves for productive agents slope down- 
wards to the right. The value of the marginal product of an agent 
tends to be equal in all of its uses. 

Since the marginal product depends on the quantity of the agent 
available, the conditions governing the supply of the various agents 
play an important part in income sharing. Those agents which are 
most scarce, in relation to the others, command the best prices. Mar- 
ket prices of productive agents deviate from their normal prices 
similarly to the way that market commodity prices fluctuate about 
their normals. The market for land and savings is mainly characterized 
by competition, but there are elements of monopoly in the market 
for labor. 

The method of income sharing here outlined effects a certain 
economy in the use of the scarce agents of production, inasmuch as 
it causes them to be devoted only to those employments for which 
there is the greatest demand; and it leads enterprisers to use spar- 
ingly those agents which are scarcest, while at the same time encourag- 
ing an increase in their supply. This does not necessarily mean, how- 
ever, that the agents are used for those things for which there is the 
greatest human need. Neither is it a justification for the present sys- 
tem of income sharing, with its great inequality. The marginal pro- 
ductivity theory does not purport to show what the separate product 
of any agent of production is, standing by itself, for tliere is no such 
separate productivity; it merely seeks to show how the importance of 
any agent can be determined in a given state of its abundance or 
scarcity, relative to other agents. 



478 


PRINCIPLES OF ECONOMICS 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

A clear, comprehensive, yet compact presentation of the modern theory 
of income sharing is that of T. N. Carver in The Distribution of Wealth 
(1904), which is well worth reading in connection with this and the next 
four chapters. A less lucid, but thoughtful analysis is that of Alfred Mar- 
shall, in Book VI of his Principles of Economics (5th edition, 1907, or later), 
Chapters 1, 2, and 11 of which bear particularly on the subject-matter of 
the present chapter. The theory of income sharing given in the present 
text, and followed generally by economists, owes much to J. B. Clark, 
whose Distribution of Wealth (1899) has greatly shaped economic thought. 
In it the idea of diminishing productivity and marginal (called by Clark 
specific) product is clearly presented; but the analysis is abstract, and in- 
complete, in that it ignores the conditions determining the supply of the 
productive agents. Much material, both deductive and inductive, on the 
marginal productivity theory is also to be found in Paul H. Douglas' The 
Theory of Wages (1934), the scope of which is considerably broader than 
its title indicates. 

An attempt to develop an entirely different theory of distribution from 
. that commonly held is to be found in J. A. Hobson, The Industrial System 
(London, 1910). While suggestive in certain respects, it is in others quite 
unsatisfactory. 



Chapter XX 


THE WAGES OF LABOR 


A. The Nature of Wages, and the Demand for Labor 

The Nature of Wages. — In everyday language the word wages is 
used to denote the payments made by employers to those ol tlieir 
employees who are paid by the hour, day, or week. These are usually 
manual workers, such as mechanics, artisans, operators of machines, 
farm-hands and day-laborers, or such persons as sales-girls, whose 
work, though not strictly manual, is of a rather routine character. 
These are the types of people that we have in mind when we speak of 
“the wage-earners.” The earnings of those employees who are paid by 
the month or year, and who work with their brains ratlier than with 
their hands, are commonly dignified by more high-sounding terms, 
such as the “salaries” of clerks and executives, the “commissions” of 
salesmen, and the “fees” of lawyers and physicians. In economics, 
however, all these kinds of workers are included in the general term 
labor, and the payments they receive are likewise lumped together as 
a single form of income, which is called wages. By zuages, as used by 
economists, therefore, is meant not the earnings of manual workers 
only, but a price paid for the services of labor of any kind. 

Some writers speak of “the general rate of wages,” as if there was a 
single price to which the earnings of all types of workers tended to 
conform; but such a general rate exists only in the imagination In the 
real world of industry, as everyone knows, there are many kinds of la- 
borers who receive very different rewards for their services. The 
executive of a great corporation is paid a handsome salary, the skilled 
mechanic is fairly well but much more moderately rewarded, while 
the day-laborer very frequently obtains scarcely enough to keep him- 
self and his family in decency. To be realistic, we must recogni/e that 
the labor of a community is made up of different classes, having differ- 
ent characteristics and abilities. VVe may think of the workers as be- 
ing grouped on a number of different levels, each of which has its 
own prevailing rate of wages. It is the forces determining this rate on 
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each level that we are now seeking to find. We will discover that, 
notwithstanding the great differences in the earnings of the various 
groups, all the wages are established according to the same general 
principles. The problem of wages in this respect is not unlike the 
problem of the prices of commodities. Although each commodity has 
its separate price, these prices are observed to be fixed by the same 
laws of demand and supply. Similarly, the nature of the demand for 
all the different kinds of labor can be stated as a general law, and cer- 
tain broad influences may be found operating to determine the sup- 
ply on each level. Before setting forth these general laws of wages, 
however, it will be well to consider more carefully just what the wage 
earned by a worker is, and how it is to be measured, since this is im- 
portant in making comparisons between the earnings of different 
groups. 

Kinds of Wages. — Wages may take a number of different forms. 
These we may classify as time wages, piece-work wages, commissions, 
fees, wages in kind, and extra wages. Where time wages prevail, the 
basis of payment is the length of time worked by the employee, who 
is paid a certain rate per hour, per day, per week, per month, or per 
year, as the case may be. For instance, one may hire a housemaid, at 
perhaps three dollars per day, a bookkeeper at 150 dollars per month, 
or a factory superintendent at 5,000 dollars per year. Where piece- 
work wages prevail, the basis of paymefit is the number ot units of 
product completed by the employee, instead ot the length of time he 
is occupied. A paper-hanger, for instance, may be employed to paper 
a house at a certain sum per roll of paper hung, and coal miners are 
usually paid a certain price for each car of coal they mine. Piece-work 
wages are possible only where the work is unilorin, so that the worker’s 
product is easily measured; a plumber doing genera! repair work 
which took him from house to house at first one job and then anotlier 
could hardly be paid by the piece because his work is so varied. Piece- 
work wages reward the worker according to his individual efliciency. 
The more he produces the more he will earn; hence tliis method en- 
courages him to do his best. Time wages, on the other hand, do not 
establish so close a relation between earnings and output; they, there- 
fore. make it easier for the worker to shirk. Under the piece-work sys- 
tem. also, different workers at the same occupation may earn very 
different wages; but under the time system, although tlie better em- 
ployees may be paid at a higher rate than the less efficient, the wages 
in a given occupation are more nearly uniform Where wages are 
paid by the piece, the worker may become careless and turn out work 
of poor cpiality in order to increase his speed, necessitating careful in- 
spection of his product by the employer in order to maintain high 
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standards. Where time wages are paid, there is less temptation to care- 
lessness but more opportunity to loaf, requiring careful supervision 
of the employees to keep them steadily at their tasks. Employers gen- 
erally favor piece-work wages where it is possible to introduce them, 
for by this method they get more product in proportion to the wages 
paid; but employees usually favor time wages, because the piece-work 
system may be used to drive the workers to excessive exertion. Trade 
unions also oppose payment by the piece because it makes for such 
differences in the wages of different individuals that they do not feel 
their common interest and the necessity for collective bargaining as 
they would if all earned the same amount. 

Commissions are really a form of piece-work wages, but instead of 
being a fixed money sum paid the employee for each unit of product, 
they take the form of a percentage of the value of the business he 
handles for his employer. Commissions are most often used in the 
case of salesmen. Such persons are usually paid a certain proportion 
of each dollar’s worth of goods they sell. An insurance agent, for in- 
stance, will receive as his commission a percentage of the premiums 
paid in by the customers to whom he sells insurance policies. An au- 
tomobile salesman receives a certain part of the purchase price of 
every car which he disposes of. Fees are also very similar to piece-work 
wages, but in this case the product is usually a non-material service 
instead of a tangible commodity. A lawyer or physician is paid fees 
for his advice, which fees are a form of wages — ^at least in part. Wages 
in kind consist in payments to the worker not in the form of money, 
but in a share of the goods which he helps to produce. This form of 
wages is to be found in such cases as those of farm-hands who are 
hired on the understanding that they will receive a certain propor- 
tion of the season’s crops, and domestic servants who receive board 
and lodging in addition to their money wages. Extra wages include 
bonuses, shares in the profits of a business, insurance purchased for 
his employees by an employer, gifts of shares of stock in the business 
in which one is employed, and so on. While not usually thought of as 
wages, it is clear that these extra payments constitute a part of the 
remuneration which the worker receives for his labor. 

Wage Measurements for Purposes of Comparison. — In compar- 
ing the wages of one worker or group of workers with those of an- 
other, these various forms of wage payment must be reduced to some 
common basis. One cannot compare the price per hour paid to an 
automobile mechanic with the price per car paid to a coal miner. 
Neither will a comparison of per cent of commission earned by a book 
agent witli the share of the crop obtained by a farm-hand be of any 
value. To be of any real use, we must know what are the average 



^82 PRINCIPLES OF ECONOMICS 

yearly earnings of the employees in question. To get this in the case 
of a piece-worker there is needed not only the price per piece he re- 
ceives, but how many pieces he can produce per day, on an average, 
and how many days per year he can find employment at his occupation. 
Similarly, in the case of a worker paid by the hour or day, one must 
ascertain how many days in the year there is opportunity for work 
at his trade. A high daily wage in a very irregular line of work, such 
as coal mining or farming, may be much less than a lower daily wage 
in a steadier occupation, such as that of street-car conductors. Ac- 
count must be taken also of all the forms of wages that are included 
in the earnings of the workers in question. A salesman may be paid 
both a salary and a commission, a mechanic may receive a weekly 
wage and an annual share in the profits of his employer. These are 
properly a part of the wage. In other cases a deduction may be neces- 
sary from the nominal wage to allow for necessary expenses in con- 
nection with his employment which the worker must incur. A coal 
miner must provide his own tools and explosives; his money wages are 
not, therefore, net. 

Furthermore, in comparing wages at one time or in one community 
with those prevailing at another time or in another community, an 
allowance must be made for differences in the purchasing power of 
money at the two times or in the two places. Here a distinction may 
be drawn between money wages, which refer to the money sum tlie 
worker is paid, and real wages, by which is meant the goods he is able 
to buy with his money wages. This corresponds to the distinction 
between money income and real income made in Chapter II. If an 
electrician in the city of New York is paid more money than one in a 
small town, it does not follow that the real wage of the former is 
larger than that of the latter; prices in New York may be so much 
higher as entirely to offset the difference. If a bricklayer earns very 
much more money in 1941 than he did in 1931 it cannot be concluded 
at once that his real wage has increased; the cost of living (in money) 
may have gone up so much in those ten years that his present money 
wages buy him no more goods than before. Only by translating the 
monetary figures into terms of purchasing power can we obtain re- 
sults of any value by such comparisons. 

The foregoing considerations make clear what is meant by a rate of 
wages. The term refers not to money payments per piece, per hour, 
per day, or per week, nor to nominal wages only; it refers to average 
total yearly real earnings. It is rates of wages in this sense that will lie 
discussed in the remainder of this chapter. Our problem is to find 
the forces which establish such rates. 

The Nature of the Demand for Labor. — Like other productive 
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agents, labor is wanted for its product. The demand for any particular 
kind of labor, therefore, depends upon the value of its product to 
consumers. What, then, is the product of labor? 

Where a single laborer produces alone the whole of any good, his 
product is easy to define. It is the good itself. If an Indian goes out 
into the fields and gathers grass and reeds, which he then weaves into 
a useful basket, the entire basket is his product. Whatever he can 
sell it for to summer tourists who pass his way determines his wage. 
The entire value of the article belongs to him. A similar principle 
is involved where persons are employed in performing some serv- 
ice directly for consumers, as in the case of a valet. The wages of all 
such workers are determined, like the price of any commodity, by 
the marginal demand-price offered by consumers of their product. 
The greater the utility of that product, the greater the incomes of 
the purchasers, or the scarcer the type of labor available for the 
work in question, the higher will be the wage; and the less the util- 
ity of the product, the lower the incomes of consumers, or the 
more plentiful the labor, the lower will be the wage. If Indian baskets 
are greatly prized by tourists, if these tourists have plenty of money, 
and if Indians who know how to weave them are scarce, the baskets 
will command a good price, and the Indians will earn good wages; 
but if the baskets do not appeal to travelers, or if the latter are poor, 
or if there are so many Indians seeking to sell that the baskets are 
very numerous, their price will be low, and the earnings of the In- 
dians will be small. This is the, simplest possible case of wages. It is 
also the most unusual. 

In the complicated productive processes of modern times, one 
worker seldom makes the whole of any product. Most persons are 
employed in large establishments where they work with fellow em- 
ployees of different kinds, and with capital in many forms. Here the 
product of one man cannot be demarcated from that of another. All 
are producing the same commodities jointly. We are again faced with 
the problem raised in the last chapter, how to apportion the value of 
the total product among the various agents which contribute to it, 
and in particular, what part of it will be paid as wages to each of the 
various kinds of labor employed. The case does not differ greatly in 
principle from the simple one just presented. The demand for each 
kind of labor will depend — not on its specific product, for that is im- 
possible to find — but on the importance of its use in production. As in 
the simpler case, this importance will be greater or less, the scarcer or 
the more abundant the labor. Just how this importance can be esti- 
mated is explained by the principle of marginal productivity, with 
which the student is already familiar. 
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The Marginal Productivity of Labor Determines the Normal 
Wage. — Let us think of the manager of a large automobile factory, 
and consider what wage he would be willing to pay to his unskilled 
laborers. A certain amount of such labor would be absolutely essential 
to the operation of his plant. There would be heavy objects to be 
moved, sweeping and cleaning to be done, freight cars to be loaded 
and unloaded, and so on. Some of this could be done by machinery, 
of course; but some hard manual labor to be performed by human 
hands would be indispensable. If unskilled labor were very scarce, 
therefore, the employer would be willing to pay very high wages in 
order to continue to operate his plant. The wages might go so high, 
in fact, that it would pay to use skilled workers to do unskilled work. 
If more unskilled labor was available, it could be utilized in the plant, 
but the additional workers would be less important. It might be found, 
for instance, that under present methods the motor was assembled 
by skilled men, but that by dividing the operation into a number of 
simple stages, each could be performed by an unskilled worker, 
thereby releasing the skilled men tor more important tasks in some 
other part ot the manufacturing process. The gain in product so 
brought about would be due to the additional unskilled workers em- 
ployed; and whatever this product was worth would determine tlie 
value of those workers to the employer. It might be found, too, that 
if plenty of unskilled labor was to be had, expensive machinery, such 
as moving cranes and belt conveyors, could be dispensed with, human 
muscles being substituted for them. 'T his would release savings tor 
other purposes, and it could be put to work elsewhere in tlie business 
where it could be utilized to advantage. Again there would be a gain 
in product, the value ot which would measure what it would be wortlt 
to the employer to secure the extra laborers. So, here and there 
throughout the factory, more unskilled workers could be employed 
in ways that would increase the productivity of the enterprise; but as 
more and more of them were introduced, the gains would become 
correspondingly less, for the possibilities of such substitutions as liave 
been described are not endless. After the most productive ways of 
using the men were exhausted, more of them could be employed only 
by setting them to wcDrk at tasks which would yield smaller increases 
in product. It will be recognized that in this situation we have an 
illustration of the declining marginal productivity of unskilled laf)or. 
The illustration indic ates also that the value of this marginal product 
tends to determine what price an employer would be willing to bid to 
add more men to his labor force. 

Other employers of labor are in a similar position. They, too. will 
urgently need a certain minimum number of unskilled ivorkers to 
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operate their plants, and can use a greater number in ways which will 
increase their product, but at a diminishing rate. These employers 
will be in competition wdth each other to obtain as many as possible 
of the available laborers. They will always be willing to employ extra 
workers if they can get them at a wage which will be less than the value 
of the extra product which their employment makes possible, for the 
difference will be so much clear gain added to the profits of the busi- 
ness. If any employer is paying his workers less than the value of their 
marginal product, it will pay some other employer to offer them more 
to entice them away from their present positions. This will force the 
present employer to raise the wages in order to retain them. So, the 
market rate of wages for unskilled labor hovers about the value of its 
marginal product. That is the focal point which constitutes the 
normal wage. Competition among workers for the available positions 
tends to prevent any worker from getting more than this; for although 
those workers who are employed at tasks above the margin are more 
important to their employers than the marginal laborers, it is all un- 
skilled work which any of them could do, and if any of them is re- 
ceiving more than another, competition among them for the better 
paid positions exerts a pressure towards equality. The law of one price 
which applies to the market for commodities governs also that for la- 
bor; so in a well-organized labor market only one rate of wages for a 
given kind of labor tends to prevail.^ The only rate which will main- 
tain an equilibrium in the labor market is one which makes wages 
equal to the value of the marginal product of the kind of labor in 
question. If wages are less than this, there is a profit in the employ- 
ment of every additional worker which will start competition among 
employers for the available supply, until the wages rise high enough 
to wipe out that profit; and if wages are more than this, not all the 
workers can be employed, for their product will not be worth their 
wage; hence, the competition of the unemployed for positions would 
bring the wage down until all could be taken care of. 

This analysis of the demand for unskilled labor is equally applicable 
to the various grades of skilled labor, clerks, executives, salesmen, and 
so on. Employers are continually on the alert to secure opportunities 
for profit in their businesses. They compare the possibilities of em- 
ploying a skilled worker liere, an additional foreman there, fewer 
clerks at another place, and so on. They figure the productivity of one 
kind of labor as compared with another, and as compared with this 
or that machine. There is always competition among enterprisers to 

1 It will he shown presently, howevet , that the labor market is not well organi/eti. and 
that competition between laborers especially is not perfect; as a result this principle is not 
completely effective. 
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secure more of the available supply of each kind of labor so long as 
the extra workers taken on add to their production more in value than 
employers are compelled to pay in wages. There is competition among 
the workers of each grade to secure the highest remuneration that 
employers can be induced to pay. As a result of these two sets of forces 
a wage tends to be established for each kind of labor such that it 
equals the value of its marginal product. 

The Marginal Productivity of Different Labor Groups. — That 
marginal product itself depends on the number of laborers of each 
kind that are available for employment. We know from the preceding 
chapter that those agents of production are most important which 
are scarcest, in relation to other agents. The marginal productivity of 
those labor groups whose members are few, in relation to the quantity 
of capital and to other labor groups, will be high, and the persons 
fortunate enough to be members of such scarce groups will receive 
correspondingly high wages. The marginal productivity of those la- 
bor groups whose members are numerous will be low, and the persons 
who are unfortunate enough to be included in those groups will re- 
ceive low wages- If incomes from capital are large as compared with 
incomes from labor, it is because savings and land are scarce, in rela- 
tion to the needs of industry, while human beings are more plentiful. 
If wages of some kinds of labor are much higher than those of other 
kinds, it is because there are not enough workers of the first sort, and 
too many of the second, relatively to the demand for them. The con- 
ditions governing the supply of workers on each labor level are, 
therefore, important in determining their wages. Hence it is appro- 
priate now to ascertain what these conditions are. 

B. The Supply of Labor 

General Conditions Governing the Supply of Labor. — In general, 
the quantity of labor that is available for production depends upon 
two circumstances; the size of the population, and the proportion of 
it that is gainfully employed. The first of these rests upon the pro- 
portion of births to deaths among the people, and upon immigra- 
tion; and the second upon custom, the technique of production, the 
financial circumstances of the various classes among the people, the 
laws governing the labor of women and children, and similar con- 
siderations. Both of these sets of influences will have eflEects upon 
wages. If population multiplies so rapidly that it presses upon the 
means of subsistence, wages in general will be low; if preventive 
checks to population prevail, wages will be higher. If labor legislation 
prohibits the employment of children in industry, wages in the eni- 
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ployments affected will tend to rise; if new social and economic con- 
ditions cause increasing numbers of women to seek employment in 
industry, wages will tend to fall. If immigration is encouraged, there 
will be more workers in some occupations, tending to depress wages; 
and if immigration is restricted, wages in those occupations will be 
higher. 

The relation of the supply of labor to wages, however, necessitates 
an analysis of the conditions governing the number of workers avail- 
able in particular occupations; for, as already explained, there is not 
one general rate of wages, but there are many different rates, each of 
which depends upon the demand for and supply of labor of a par- 
ticular kind. What we need to know, therefore, is not what determines 
the size of the working population as a whole, but how and why that 
population is divided into groups of different sorts of labor, different 
in their abilities and in their numbers. It will be found that the num- 
ber of laborers available for a particular occupation will depend upon: 
(1) the stratification of the population into levels or classes, known as 
non-competing groups; (2) the growth of population in those groups, 
as affected by their standards of living; and (3) the relative disutilities 
of the various occupations open to the members of any one group. 
Each of these influences will now be considered in turn. 

The Stratification of the Population into Non-Competing Groups. 
— Human beings are very different in their characteristics and abili- 
ties, persons of some types being more plentiful than those of other 
types. Not every one has the talent to become a musician. Others have 
neither the mental capacity nor the training for such professions as 
the law. Some are able to do only manual work of the grossest kind. 
These differences in the natures of men cause differences in the sup- 
plies of labor that are available for different tasks. The differences are 
attributable to two groups of influences. 

On the one hand, there are differences in inborn capacities. Biology 
teaches that heredity is one of the most important factors in shaping 
human destinies. We are born into the world with a certain innate 
endowment of natural faculties, which constitute the raw material 
out of which our achievements are made. This equipment of inborn 
traits sets limits beyond which the attainments of the individual ^can- 
not go. It makes possible to one the heights of success, and it limits 
another to a more lowly sphere. This does not mean that biology 
alone determines our performance; but it does set limits to it. The 
hereditary talents one possesses may not be cultivated, and may go to 
waste; but they mark the utmost possibility which the individual can 
hope to achieve. 7 'hese statements are reenforced by recent develop- 
ments of psychology which show that different minds have different 
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capacities. Mental tests have been devised by which it is possible to 
classify the population according to levels of intelligence. They show 
that some persons are feeble-minded, yet of sufficiently high grade to 
do the crudest kinds of work and to earn a living at some simple oc- 
cupation. Others are of average mentality, still others of superior 
ability, and some few, of course, geniuses. The wholesale applica- 
tion of these tests to the men drafted for the United States army dur- 
ing the first World War showed that the proportion of persons of 
low intelligence among our people is much greater than was com- 
monly realized. While these tests are not yet entirely perfected, they 
are of sufficient reliability to support the general principle here ad- 
vanced, viz,, that the innate capacities of different individuals differ 
considerably. Hence, the supply of labor available for any occupation 
•is limited by the number of persons in the population of sufficient 
caliber to perform the type of work it calls for. 

Similar differences in the industrial quality of individuals arise 
from different environmental influences. Some persons receive more 
adequate schooling than others. Large numbers of the people never 
get beyond the grammar grades. A small percentage receive high 
school training, and a still smaller number obtain the advantages of 
a college or university education. Capacity for high grade work de- 
pends also on the home influences in which a child is reared. Here 
are cultivated habits of thrift, sobriety, honesty, perseverance, and 
ambition, or those of shiftlessness, intemperance, dishonesty, unsteadi- 
ness, and indifference. The type of work for which one will be fitted 
will be governed accordingly. 

These differences, both hereditary and environmental, are cumu- 
lative in their effects from one generation to another. Persons with 
inferior inborn qualities are likely, in marrying, to select mates of 
similar mediocrity. In turn, the children born of such a union inherit 
poor qualities of health, intelligence, and character. On the other 
hand, persons of superior ability are likely to marry people of high 
grade endowments, and to transmit the same or similar desirable char- 
acteristics to their children. The influences which surround the off- 
spring of bo.th types after birth tend to reinforce their heredity. 
Those who are born in homes where low standards of living and char- 
acter prevail grow up without ideals or superior habits and are likely 
to establish similar homes. Persons reared in better surroundings 
maintain higher standards themselves and bring up their children to 
equally high standards. Thus the effects are cumulative. 

So it is that society can be said to be stratified into levels. Without 
attempting an accurate classification, the economic stratification may 
for convenience be grouped somewhat as follows: 
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Unskilled manual workers. 

Semi-skilled manual workers and low grade clerical workers. 

Skilled manual, common clerical workers, school teachers, etc- 

grade mental workers, such as administrators and professional 

men. 

Very talented workers — artistic and literary geniuses, “captains of 
industry,” etc. 

These groups are called non-competing^ because a person located 
in one of them is not able to enter one of the occupations of the 
groups above him. Hence there is no competition between them. No 
matter how highly paid a factory superintendent may be, the presence 
of a plentiful supply of unskilled workers will not tend to lower his 
wage, for the common laborers, being unable to do such work, will 
not flock into superintendents’ positions to compete with those already 
there. The lines between the groups are not sharply drawn, and there 
are always some individuals who, as the result of accidental ability or 
some fortunate combination of circumstances, succeed in rising from 
lower into higher groups. There are others who fall from higher into 
lower ranks. But such cases as these are exceptional, as compared with 
the great mass of persons. On the whole, each group tends to per- 
petuate itself- Each stratum constitutes, therefore, a separate supply 
of labor for certain types of work; and the wages of each group are 
separately determined by its marginal productivity. 

The Relative Sizes of the Various Groups, — If we were to take a 
census of the population, classified according to the groups which have 
just been described, it would be found that a large number would 
fall within the unskilled and semi-skilled levels, and a progressively 
smaller number as we ascend the scale to the higher grades. This has 
sometimes been expressed by saying that society is pyramidal in form. 
A large majority of the population is able to do only work of simple 
quality, calling for little training and no very great degree of intelli- 
gence. There are comparatively few persons with the superior in- 
telligence and training necessary for the occupations of the higher 
levels. 

Herein lies the explanation of the great differences in the wages of 
the various kinds of labor. The marginal productivity of those workers 
who are most numerous is low, and their earnings are correspond- 
ingly small; the marginal productivity of those who are less numerous 
is high, and their wages are large in consequence. It is primarily a 
question of numbers, of scarcity. Because there are plenty of per- 
sons who are capable of doing ordinary manual %vork they are of little 
value in the labor market; because there are few who are capable of 
doing the more difficult work of the executive, the professional man. 
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and the great artist, their value is great. It is not that the one group 
is “superior” to the other in any absolute or universal sense; it is a 
question of plentifulness or scarcity of supply. If our nation were 
composed of a race of puny men, with frail physique and weak mus- 
cles, but with great mental ability, the situation would be reversed. 
Those capable of doing the heavier sorts of manual work would be 
few, while persons qualified for the tasks requiring capable minds 
would be plentiful. In this situation the wages of what is now called 
unskilled labor would be high, and the earnings of mental ability 
would be low. The pyramid which we have imagined as representing 
society would be reversed. 

Originally, no doubt, the reason for the scarcity of mental ability 
and the greater plenty of muscular strength in the population was 
that mental development came later in the scale of biological evolu- 
tion, so that the race was well developed physically before happy com- 
binations of hereditary factors caused individuals of better mentality 
to occur here and there. Nature tries her experiments on a few at a 
time; then if the experiments prove a success, those few thrive better 
than their fellows, and gradually increase their kind. Probably this 
evolution will always go on, and we may expect to find a small group 
of advanced types in our midst whose useful variations make them 
greatly in demand, and cause them to receive higher pecuniary re- 
wards than the great mass of common humanity. 

The Influence of Standards of Living upon the Non-Competing 
Groups. — The scarcity of some sorts of labor and the abundance of 
others, however, does not appear to be wholly a trick of nature. There 
seem to be certain economic influences at work controlling the growth 
of population. T hese operate through the influence of standards of 
living upon reproduction. In the discussion of the Malthusian law of 
population in Chapter V, there was occasion to emphasize the strength 
of the reproductive instinct among men, which is so powerful that if 
unrestrained it would soon cause so rapid a growth in numbers as to 
outstrip the means of subsistence. Among civilized peoples, however, 
there are certain preventive checks which keep down the birth rate 
and prevent such an excessive pressure of population. These checks 
do not operate with equal force among all classes of people. They are 
most pronounced among those classes which have the highest standards 
of living, and least pronounced among those classes which have the 
lowest standards. When a family has once become accustomed to a 
certain standard of living, it will endeavor to maintain that standard 
with the greatest tenacity. People who have become habituated to 
luxuries and leisure and the other comforts of wealth will not will- 
ingly give them up. A large number of children is incompatible with 
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such a standard. Parenthood calls for much sacrifice of leisure and 
enjoyments on the part of the mother who must devote her time to 
their care and training, and the expense of maintaining them makes 
it difficult to purchase the luxuries that the parents desire. The result 
is that among the well-to-do classes married couples deliberately con- 
trol the size of their families, and do not bring into the world more 
children than they feel they can support and educate properly with- 
out reducing their standard of comfort. In such groups, also, the 
maintenance of a wife and home is so expensive that marriage is de- 
ferred until the young men have completed a long education and 
have attained a position which brings in sufficient income to satisfy 
their requirements and those of their wives. These later marriages 
are likely to prove less fertile than earlier ones. So it comes about that 
there are fewer persons in the upper strata of society. 

Among the manual working classes, on the other hand, and particu- 
larly among the unskilled and immigrant populations, large families 
are the rule. These people are not accustomed to a high standard of 
living. They have, therefore, less incentive to restrict the numbers of 
their children. They marry early, exercise little thought about the 
begetting of offspring, and their progeny is large. In the lowest groups, 
in fact, the pressure of population is so great that the wages fall very 
low, until they are just barely able to support the people at a minimum 
standard of living. Wages are then said to be at a subsistence level. 
Lower than this tliey cannot permanently go, for if they do so tempo- 
rarily, many of the people will die, children will not grow up to ma- 
turity, and the laborers of this type will then become scarcer until 
their wages rise to a subsistence level once more. They are not likely 
to go permanently higher than this, either, for if they do so tem- 
porarily, the growth of numbers resulting from large families will 
be so rapid that unskilled labor will become more plentiful, until its 
wages fall to their former point. 

Some writers believe that the relation of wages to the standard of 
living is so close, that the earnings of any particular group of workers 
will tend to remain at the point where they just suffice to maintain 
the families of the group at the level of existence to which they have 
become accustomed. Suppose, for instance, that skilled manual work- 
ers of the better grade have habituated themselves to a standard of 
living such that it costs the average family in the group three thou- 
sand dollars per year to maintain it. Then, according to this theory, 
the wages prevailing among those gainfully employed in that group 
will tend to average three thousand dollars per family. If they are 
less than that young men and women will find it so difficult to set up 
the kind of homes they desire that they will marry late, and will have 
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blit few children. The numbers of the group will decline, their mar- 
ginal productivity will correspondingly increase, and the wages will 
rise until they reach three thousand dollars again. If they are more 
than that, young couples will find it easier to marry and establish a 
family, and they will have more children. The numbers of the group 
will then increase, their marginal productivity will fall, and the wages 
will decline until they have reached the former figure. So the supply 
of labor in each non-competing group is believed to adjust itself 
roughly to the demand for it in such a way as to keep the wage at about 
the cost of maintaining the standard of living deemed essential by 
the members of that group. This standard will range from mere sub- 
sistence among common unskilled laborers, up to the extreme lux- 
ury of the most prosperous stratum. There is probably an element of 
truth in this theory; but it must not be supposed that the adjustment 
of the wage to the cost of maintaining the standard is very close. It can 
be only a very rough approximation. Neither is it to be assumed 
that the standards of living of the various groups are fixed and un- 
changeable. Education of the poorer classes, and emulation by them 
of their more fortunate neighbors, may lead them deliberately to seek 
higher standards, and by late marriages and control of the birth rate 
to attain them. Also, if some chance circumstances, such as a sudden 
increase in the demand for a certain type of labor, or a shortage of the 
supply, should cause the wages of a group to rise above the accus- 
tomed level for a time, the group might become so wedded to the 
greater prosperity that their good fortune enabled them to enjoy 
that they would endeavor to perpetuate it through control of their 
numbers. The new standard would then be well established, and a 
permanently higher level of wages for the group might be maintained. 

The presence of a large number of immigrants in this country has 
important effects upon the supply of labor, and upon the relative 
proportions in the various non-competing groups. Most of the for- 
eigners who come here are unskilled workers. The large annual in- 
flux of such persons tends to increase the supply of that kind of labor, 
reducing their marginal productivity and depressing their wages. This 
has undoubtedly been a factor in the earnings of unskilled laborers 
in the United States. The restrictive immigration laws now in effect 
should, therefore, have the result of keeping the wages of this class 
higher than they would otherwise be. It is entirely possible, how- 
ever, that the growth ol numbers among the unskilled laborers al- 
ready established here may be sullicient to prevent the wages from 
rising above subsistence. The children of immigrants do not neces- 
sarily remain in the same group as their parents. They are not neces- 
sarily of poor hereditary stock, and the advantages of American edu- 
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cation, together with the stimulus of a new environment of superior 
opportunities, may enable them to rise into higher lev^els. In that 
case, of course, they affect the wages of native workers already estab- 
lished on those levels. 

The Effects on the Supply of Labor of the different Disutilities of 
Different Occupations. — Although some labor is pleasurable, most 
of it involves a certain amount of disutility which people naturally 
seek to avoid. Consequently, if an individual has his choice of two 
occupations, one of which involves more disutility than the other, 
and which are equal in all other respects, he will choose the one which 
involves the less. Putting the same proposition in another way, we 
may say that where one is at liberty to choose the occupation he shall 
enter, he will naturally select the one which presents the greatest 
net advantages to him. If some employments seem less advantageous 
than others, men will not be forthcoming in such large numbers to 
offer their services in those employments. Scarcity of supply means 
high marginal productivity, and high marginal productivity means 
high wages. The services of the laborers in the undesirable occupa- 
tions will therefore command a better price than those in the more 
desirable ones. It will be necessary for employers to compensate for 
the disadvantages of the trade by offering higher wages to the persons 
employed in it. Only by this means can an adequate supply of labor 
for such occupations be obtained. Consequently, xuhere there is free- 
dom of choice hetxveen occupations, wages will vary directly with the 
disutility (or inversely with the net advantages) of those occupations. 
Let us consider some of the factors which make for greater or less dis- 
utility or disadvantage. 

There are differences in the pleasur ability of tuork in different oc- 
cupations- The work of college professors, for instance, provides ample 
opportunity for congenial tasks, creative activity, short hours, long 
vacations, and many other advantages. Because of these features, 
those employed in this profession are visually paid a lower salary than 
the same type of skill and ability is able to command in other call- 
ings, such as those of the physician or engineer. This case is typical of 
many. In the various levels of society, there are choices between em- 
ployments which offer short or long hours, day work or night work, 
pleasant and wholesome or foul and disagreeable svirroundings, in- 
teresting or uninteresting activity, variety or monotony, or which are 
in some other respects more or less pleasurable. Whenever there are 
such choices, the disadvantageous employment can only attract recruits 
by the inducement of a higher wage. 

Differences in risks will cause some occupations to pay higher wages 
than prevail in other employments which are less hazardous. Two 
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painters of equal skill may be employed, one in ordinary house- 
painting and similar work, the other in such dangerous tasks as the 
painting of church steeples, tall towers, and so on. The latter is 
likely to receive a higher wage than the former, because there are 
fewer people willing to risk their lives in this way. Other examples of 
dangerous trades leading to higher wages are diving, mining, manu- 
facturing explosives, and so on. The extra pay received in such cases 
can be looked upon as a reward for risk, similar to other risk costs 
that must be paid in the process of production. 

Other occupations are unattractive because of the long period of 
training or apprenticeship required for entrance into them. This 
training necessitates a considerable expense, and the postponement 
of earnings during a period of months or years. In some of the pro- 
fessions today it is almost impossible for a young man to complete his 
course until he becomes 25 or even 30 years of age. Not everyone can 
afford the expense of such an education, nor have all the patience 
to wait so long a time for entrance into their life work. The supply of 
labor for such employments is therefore more limited than that for 
other occupations. It is necessary that there be the inducement of 
higher wages in prospect for the young man contemplating his career 
to make him willing to undergo the long period of waiting and ex- 
pense required for entering such callings. Hence they yield higher 
incomes than others. 

A consideration which offers some offset to the one just described 
arises from the great esteem in which some occupations are held. This 
is conspicuously the case with high public office, and with certain of 
the professions. The dignity attaching to the mayor of a large city, 
the governor of a state, or the member of a legislative body, is a lure 
which makes a large number of candidates available for such posi- 
tions; and the result is that they can be secured for lower rates of pay 
than would prevail for similar ability in other lines of work. Many a 
successful business man or lawyer has given up a large income to ac- 
cept public office in which he was paid a much lower salary. The same 
attraction brings a large army of recruits into such professions as 
medicine and the law, notwithstanding the long period of training 
which these require. 

Similar to this factor in its influence is the opportunity for ad- 
vancement , or the chances of conspicuous success offered by an oc- 
cupation. The law is often the stepping-stone to a judgeship or some 
high official position. Also successful lawyers can make a great deal 
of money. Hence this profession has always been overcrowded. Con- 
sequently, while a few make large fortunes in it, there are always 
many lesser fry whose earnings are very low. Some employments offer 
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little or no prospect of advancement. In these a compensating higher 
wage is to be expected. 

Ordinarily an occupation which offers great regularity of employ- 
merit will yield lower wages by the hour, day, or week than a similar 
one which is more irregular. Bricklayers are commonly supposed to 
receive higher wages than carpenters for this reason. This is a factor, 
too, probably, in the higher wages earned by coal miners. This is in 
line with what was said at the beginning of this chapter about the 
measurement of wages for purposes of comparing the earnings of 
different workers. The earnings per day or per piece will be higher 
in those trades which do not offer full employment throughout the 
year than in those which do, but the earnings per year should be the 
same, all other things being equal. 

Compensating Differences. - — Some economists make a distinction 
between real income, with which we are already familiar, and psychic 
income, by which they mean enjoyments or satisfactions obtained 
from economic activity. In one sense, wages consist of the goods which 
the laborer gets for his services; but his psychic income consists of the 
net satisfactions or utilities derived from his occupation. If the work 
is dangerous, fatiguing, or otherwise disagreeable, there is a disutility 
which must be subtracted from the utility afforded by the goods he 
buys with his money wages. If the work is creative, congenial, and 
otherwise pleasurable, there is a utility in the labor itself which must 
be added to the utility derived from the nominal wages. So far as in- 
dividuals have freedom of choice in their selection of an occupation, 
they will select the work which offers the greatest net gratifications or 
psychic income. This causes a scarcity of labor for the more hazardous, 
irregular, unpleasant, and otherwise disadvantageous trades, which 
makes it necessary to pay higher wages in order to secure labor for 
them. It causes a plentiful supply in the more pleasurable callings, 
which reduces the marginal productivity of the labor employed in 
them and causes it to receive a lower wage. These differences in wages 
thus serve to equalize the psychic income or net advantage of the 
occupations. For this reason they may be called compensating differ- 
ences. It should be remembered that it is through the adjustment of 
the supply of labor in the different occupations, according to the free 
choice of the individual, that these effects on wages are brought about. 

Compensating differences in wages will not apply between non- 
competing groups, but only xvithin each group. It will not necessarily 
be true, for instance, that an occupation in a higher group, which 
offers greater advantages than one in a lower group, will be paid a 
lower wage in consequence; for here there is no freedom of choice on 
the part of the laborer in the lower group as to whether or not he shall 
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take the more attractive position. He is not eligible to the better em- 
ployment. Consequently, many of the most disagreeable, the most 
dangerous, and the niost undesirable trades, such as that of the gar- 
bage man, the employee in a foul-smelling fertilizer factory, the do- 
mestic servant, etc., are among the lowest paid; while some of the 
most attractive occupations, such as that of the administrator, the 
executive, are among the highest paid. But as between occupations 
within a single group compensating differences will be found to op- 
erate. If, of two trades requiring equal grades of skill, one is more 
difficult, dangerous, or distasteful than the other, it will command a 
higher wage. 

Irregularities of the Labor Market. — The principles of wages, as 
they have been set forth up to this point, represent tendencies which 
would work out with perfect accuracy and completeness only in a per- 
fect market, where there was perfect freedom of contact between all 
the employers and all the laborers, and where there was active and 
unrestrained competition on both sides. A.ctually, however, such 
conditions do not obtain. There are certain peculiarities about the 
supply of labor which cause irregu laid ties in the labor market, with 
consequent deviations in wages. 

Most of these peculiarities have to do with the immobility of la- 
bor, which interferes with its freedom to move from place to place 
and from occupation to occupation even within one of the non- 
competing groups. Most laborers are none too well educated and not 
well informed about the market for their services. They depend on a 
few employers in their immediate locality for positions, and the only 
way they can learn of opportunities elsewhere, is through the some- 
what uncertain medium of the classified newspaper advertisements 
and the gossip of their friends, unless an agent from some great in- 
dustrial plant seeking hands happens to cross their path. Even if they 
know of better opportunities elsewhere, it is difficult to pack up their 
belongings and move. Perhaps they have started to purchase the house 
they live in, and have money invested in it which cannot readily be 
removed. Possibly other members of the family are established in 
steady employment which they are reluctant to give up. The expense 
of transporting persons and belongings may be prohibitive. All this 
interferes with their geographical mobility. 

There is a still greater obstacle to shifting from one occupation to 
another. An unskilled worker can be employed in any industry with 
equal facility; but a skilled man is trained to do only a particular 
kind of work. This was commented on in the discussion of speciali- 
zation, where it was shown that his dependence upon a particular 
trade for a livelihood places the worker at the mercy of fluctuations in 
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the demand in the industry where he is employed. If that demand 
declines, his wages may fall far below that of persons employed in 
other occupations within his non-competing group; yet he cannot 
enter those trades, because he is not skilled in them, and is perhaps 
too old to learn. Similarly, if the demand for skilled workers of a par- 
ticular sort increases, wages may rise considerably above those of work- 
ers of the same grade in other occupations; yet there will be no sudden 
influx of new labor into the trade, for it takes time to learn it, and the 
old men do not possess the flexibility to do so. The greater the period 
of training required for an occupation, the more important does this 
immobility of labor as to trades become. It means that the supply of 
labor in such occupations will respond but slowly to the demand for 
it; meanwhile the wages may be all out of proportion to wages for 
other work of equal quality. In time, however, there will be a re- 
sponse on the part of the supply. Young men and women choosing 
their careers will shun those in which earnings have been depressed, 
and will be attracted to those where they are unusually high, until 
both return to normal. 

In these respects labor is quite different from material commodities. 
If the price of potatoes is much higher in Chicago than in New York, 
sellers will quickly ship the vegetable from the latter to the former 
market until the prices are brought to equality; but if higher wages 
prevail for bricklayers in Chicago than in New York, there will be no 
such rapid adjustment, and the differences may prevail for a con- 
siderable period before enough workmen are induced to move to the 
point of greater demand. So also, if the medical profession is over- 
crowded, depressing the earnings of physicians, and electrical engi- 
neers are so scarce that they command high salaries, it will take a 
period of years for enough students to be attracted into engineering 
schools and discouraged from entering medical schools to bring the 
earnings of the two professions more closely into line. The upshot of 
all this is that, in the labor market, the deviations of market from 
normal prices can be wide, and they may continue over fairly long 
periods of time. The corrective, or normative influences, do not op- 
erate as freely as in commodity markets. 

Some writers hold that wage deviations are more likely to work in 
a downward than an upward direction, so that market wages tend 
to be depressed below their normals in the majority of cases. This is 
attributed largely to the fact that wage-earners, as individuals, are 
likely to be less adept in bargaining than their employers — they are 
not as quick to sense new opportunities, and to take advantage of 
them. There are, without doubt, some “sweated” occupations, which 
are overcrowded with workers of very little skill, who get wages lower 
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than is obtained by labor of similar quality in other industries or 
other localities. Yet the underpaid workers do not shift into these 
other markets because of their ignorance and helplessness. These 
conditions are most likely to prevail where immigrant labor is em- 
ployed, especially in the case of women workers. The lack of knowl- 
edge of our language and customs makes these people easily vic- 
timized. Native labor may be in a similar predicament where the 
complex of social and economic forces has reduced the people to 
hopelessness and inertia. However, it is not so certain that actual wages 
in the wider labor market are below normal rates most of the time. It 
seems rather to be true that wage adjustments lag behind the influences 
which tend to pull the price of labor upward or downward, so that 
market rates are somewhat below their normals in periods of rising 
prices or of increasing demand for labor, and above them in periods 
of falling prices or of decreasing demand. We observed this to be the 
case in connection with business cycle movements, and it is very 
lively true also of the movement of particular wage rates, in response 
to changing conditions of demand or supply. 

In view of these considerations, the principle that there is only 
one rate of wages for a given kind of labor in a given market, and the 
doctrine that within each non-competing group only such differences 
in wages can prevail as will just suffice to equalize the net advantages 
of the various occupations, must not be taken too literally. These are 
slow-moving, long-run forces. They are real tendencies, but tend- 
encies to which the peculiarities of the labor supply present certain 
obstacles which obscure their effects. They work out only approxi- 
mately, and considerable departures from them are frequently to be, 
found. 

The Effects of Labor Unions on Wages. — There are also impor- 
tant exceptions to the assumption, hitheito implitii in our reasoning, 
that the labor market consists of many individual employers, com- 
peting with each other for the available labor, and many individual 
workers, competing with eacli other lor jobs. 'The fart is tiiat in a 
considerable number of occupations labor is organized into unions 
which bargain collectively with their employers, so that the com- 
petition among individual laborers is very much reduced. In some 
cases, the employers are similarly banded together into associations to 
bargain collectively with the unions of labor. We are not here c:on- 
cerned with all the activities of labor organizations. Their efforts to 
obtain shorter hours and better working conditions; the beneficiary 
insurance funds which they maintain to assist workers and their fam- 
ilies in meeting the hazards of unemployment, strikes, death, etc.; 
their pressure for legislation favorable to labor; their educational and 
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recreational work — these do not bear directly upon wages. But one of 
the chief reasons for the existence of unions is to secure better wages 
for their members. This we must examine. 

It is clear that, by bargaining collectively with their employers 
through union representatives, workers can escape from the disad- 
vantages of individual bargaining which were set forth in the pre- 
ceding paragraph. The combined resources of the union make it pos- 
sible to employ leaders who are forceful and well informed regarding 
the wage market, so that they can bargain with employers (or com- 
binations of employers) on a plane of equality. The threat of a strike, 
if the employer does not meet the union terms, is a serious one, which 
may often compel the employer to offer the very best wages which 
he can afford. So, if it is true (as the writers above referred to hold), 
that wages under individual bargaining are likely to be depressed 
below their normals, it seems likely that this condition would be 
corrected where labor is organized. However, this does not mean 
that the effect of union pressure is always (or even usually) to bring 
market wages into closer conformity with normal wages. What is 
more likely is, that they make market wages respond more quickly 
to favorable influences, but less quickly to unfavorable ones. In our 
study of business cycles we found that wages tend to lag somewhat 
behind the movement of prices, both in prosperity and depression, 
so that market wages would be somewhat below their normals in the 
up-swing of the cycle, and perhaps above their normals in the down- 
swing. Labor unions would be likely to correct the first part of this 
lag, but to aggravate the second; union leaders would press vigor- 
ously for wage increases during periods of business expansion and 
resist the efforts of employers to reduce wages during periods of con- 
traction. So, market wages would move in fairly close correspondence 
with changes in normal wages during periods of rising prices, but 
would be held above their normals in periods of falling prices. The 
second of these effects no doubt tends to aggravate and prolong busi- 
ness depressions, by reducing enterprisers’ profits. These are short- 
run eflfects- 

What about the long run? Can the pressure of unions for higher 
wages raise the wages of labor permanently, or for long periods of 
time? We must realize that the schedule of demand for labor (as for 
all agents of production) has some elasticity. Enterprisers do not have 
to employ a fixed number of workers; they will employ more or less, 
depending on what they have to pay for them. The effective demand 
will not be as great when wages are high as when they are low. Hence, 
if unions make labor more expensive, less of it will be employed. 
This is illustrated by Figure 54, which may be supposed to represent 
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the long-run schedule of demand for carpenters. According to the 
curve, 20,000 carpenters will be employed when the wage is $4.00 per 
day, only 14,000 when the wage is |6.oo. We must remember that, as 

more carpenters are employed, their 
marginal product falls. The mar- 
ginal workers are not worth more 
than f|.oo to their employers. 
Therefore, if the wage is higher, 
some way will be found to dispense 
with those carpenters who are not 
\uorth their hire at the new price. 
Methods of building construction 
will be employed in which not as 
much carpentry work is required. 
Perhaps mechanical wood-working 
machinery will be used to a greater 
extent, or possibly more masonry 
and less lumber will be used. In one 
way or another, the number of car- 
penters will be reduced, until the 
value of the marginal product of the smaller number of men has risen 
to $6.00 In our drawing, this is supposed to take place when 14,000 
carpenters are employed. Now suppose that the normal wage of car- 
penters, in the absence of union activity, has been $4.00, and that ap- 
proximately 20,000 men have been employed; then let the carpenters 
organize themselves into a union which demands an increase in wages 
to $6.00, threatening to go on strike if the demand is not granted. 
Their employers cannot compel them to work, and if the union is 
strong enough, it may be able to prevent strike-breakers from being in- 
troduced into the trade. It is entirely possible that the employers may 
be forced to pay the wage demanded. However, employers will hence- 
forth hire only 14,000 carpenters, instead of 20,000. The increase in 
wages would cost some 6,000 carpenters their jobs. This would make 
an oversupply of carpenters on the market, and the competition of 
those who were out of work would make it difficult for the union to 
resist the pressure for a reduction of wages. Nevertheless, if it were 
strongly enough organized to resist this pressure, the unemployed car- 
penters would have to move to another market or another occupation, 
increasing the supply of labor elsewhere, and reducing the wages 
there. 

This analysis indicates, firstly, that a union can ordinarily raise 
wages for its members only by reducing the number of workers in the 
trade. Hence, those unions are likely to be most successful in their 



Figure 54. Long-run Effects of 
Union Demands for Higher 
Wages. 
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efforts to obtain high wages which, by strict membership rules, high 
initiation fees, requirements of long membership, and similar de- 
vices, restrict the number of workers in their occupation, thereby 
causing a scarcity of their kind of workers. Unions in the skilled 
trade's are often successful in accomplishing this, ^'his is sirnplv a 
case of a labor monopoly, which, like any commodity mono}>oly, ob- 
tains a higher price for its product by restric'ting the supply of it. 
Secondly, it shows that, where a union issuccessfu! in obtaining higher 
wages for its members, it does so at the expense of some other labor 
group whose wages are correspondingly depressed. For a union can- 
not compel an employer to hire, at higher wages, as many workers in 
a given trade as he previously hired at lower wages. Hence, if the high 
Tvage is maintained, the numbers in the trade will be smaller than 
they otherwise would have been, and there will he more persons seek- 
ing employment in some other occupation. This will reduce tiie 
marginal productivity, and witli it tlie wages, of the latter. 

If a great majority of all workers were organized, and all of them 
exerting enough pressure to compel employers to pay high wages, tlie 
effective demand for men would fall short of the effective supply, and 
there would be a great deal of unemployment. This may well be an 
important cause contributing to the unemployment problem which 
has confronted the United States in recent years. 

There is a possibility that unions may contribute indirectly to 
higher real wages, by bringing about conditions that raise the pro- 
ductivity of industry. If unions make labor more efficient, or if they 
induce employers to improve their management and to set their 
establishments in better order (either for the sake of avoiding labor 
troubles, or out of desperation, as a means of meeting demands for 
higher wages), some of the increase in productivity is pretty sure to 
inure to the benefit of the workers. It is sometimes claimed that unions 
do have these effects. However, we must offset against this the fact 
that many union practices tend to reduce the product of labor. Nearly 
all unions have rules limiting the amount of work which their mem- 
bers are permitted to do and tending to prevent the more efficient 
workers from producing as much as they are capable of doing. How 
these influences work out on balance it is impossible to say. 

The foregoing must not be interpreted as evidence that the author 
is opposed to unions. On the contrary, he favors them. Many of tfieir 
activities are beneficial. But friendship for labor should not blind us 
to their mistakes, and nothing is to be gained by refusing to recog- 
nize the economic influences which limit their powers. 

The Effects of Minimum Wage Laws. — Efforts are sometimes 
made to raise the wages of labor by laws lorbidding the payment of 
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wages below a certain minimum. It would be a happy circumstance 
if the problem of low wages could be solved by the simple device of 
making it illegal to pay them; hut the possibilities in this direction are 
limited by the same conditions which restrict the power of unions to 
obtain high wages. Laws cannot compel employers to pay more to 
labor than the value of its marginal product. If mkiimum wages are 
fixed at a figure which is above the marginal product of unskilled la- 
bor, employers will find that some of their unskilled workers are not 
worth their hire, and will dismiss them. The minimum wage will 
then have been made effective at the expense of the unemployment of 
those who cannot earn it. Figure 54 will illustrate this case, as well as 
the case of union wages, for the underlying principles are identical. 
Let the law prohibit wages of less than $6.00, and it will throw 6,000 
workers out of employment. This is not to say that minimum wage 
laws are never desirable. In the case of exploited, badly underpaid 
workers, who are unable to obtain a wage sufficient to meet tlie barest 
necessities of living, it may be better to regard them as public charges, 
to be supported out of relief funds as an act of charity, than to permit 
them to work long hours under bad conditions for a mere pittance. 
Furthermore, we have already noted that there are a few groups of 
“sweated” workers who, because of ignorance and lack of mobility, 
are not getting all that they might get under better conditions of 
bargaining. A minimum wage law which does not set too high a figure 
may compel employers to pay such workers all that they are really 
worth, and thus end the exploitation to which they were formerly 
subjected. Such laws may sometimes stinuilate employers to devise 
methods that will make possible payment of the minimum wages 
without reducing their labor forces. Ilowever, it would certainly be 
quite impossible to force a general increase in wages for labor as a 
whole merely by forbidding employers to pay less than a certain 
minimum. 

Wages as the Discounted Marginal Product of Labor. — Some 
writers present a theory of wages which, superficially, appears to 
differ in one respect from the explanation that has been offered in 
this chapter. They represent the demand for labor as being deter- 
mined by the discounted marginal product of labor, instead of simply 
by the value of the marginal product. The use of the word “dis- 
counted” calls attention to the fact, developed in Chapter IV, that 
most wages are paid in advance; that is, labor is paid today, or this 
week, for a product which will not be sold until sometime in the 
future. In the case of those workers who are employed at very remote 
stages, the final sale of goods to ultimate consumers may not take 
place until long afterward. Therefore, the capitalists who make the ad- 
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vances must be paid interest on the sums so advanced, and this in- 
terest will be deducted from the proceeds which are ultimately real- 
ized from the sale of the product. This explanation does not differ 
essentially from that of this chapter. When we say that labor is paid 
the value of its marginal product, we mean, simply, that it is paid its 
present value, not the value that it will have at the end of the suc- 
cession of productive processes. It is understood that a share of the 
ultimate value will go to the capitalist, as interest for savings used in 
financing the time-consuming production process. Labor will get the 
present value of its marginal product, that is, the ultimate value, less 
interest on the sums invested in wages, for the period of time that 
must elapse before the ultimate sale. 

Summary 

Wages are defined as a price paid for the services of labor of any 
kind. They may take the form of time wages, piece-work wages, com- 
missions, fees, payments in kind, or extra wages. All these can be 
resolved into average real earnings per year; and, in making com- 
parisons between wages in different occupations or at different times, 
they must be reduced to this basis if error is to be avoided. Like other 
prices, wages are determined by certain general forces of demand 
and supply. 

Labor is wanted for its contribution to production, and, where em- 
ployed with other productive agents, this is valued according to the 
marginal productivity of the workers. Employers estimate the pos- 
sible gains to be derived from employing a little more of this or that 
kind of labor in their enterprises, and they determine their demand 
for labor accordingly. Competition among employers and workers 
establishes the wages of each kind of labor at the value of its marginal 
product as thus determined. The marginal productivity (and hence, 
the wages) of those workers who are most numerous is low; the mar- 
ginal productivity of those who are scarcer is greater, and their wages 
correspondingly higher. 

The supply of laborers available for these different kinds of work 
depends upon the stratification of the population into non-competing 
groups, the growth of numbers in those groups (as affected by their 
standards of living), and the relative disutilities of the various occupa- 
tions within a single group. The population is stratified into a number 
of different levels or classes as a result of differences in the heredity 
and environment of the people, which differences are cumulative 
from generation to generation. The more well-to-do classes are scarcer, 
partly because of natural differences in the distribution of ability. 
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partly because of their deliberate efforts to maintain high standards 
of living by limiting the size of their families. Rapid increase in num- 
bers, supplemented until recently by immigration, keeps the wages 
of unskilled workers at or near a subsistence level. ^ 

Within each non-competing group wages tend to equality, except 
for compensating differences, which are just sufficient to equalize the 
net advantages of the different occupations open to its members. This 
is because the greater disutility of. those occupations which are un- 
pleasant, dangerous, which require long training, which are not held 
in great esteem or which offer no opportunity for advancement, causes 
people to prefer callings which possess greater advantages, so that 
they can only be persuaded to enter the less attractive positions under 
the stimulus of a higher wage. This compensating principle does not 
affect wages between different non-competing groups, however. 

Because of the ignorance of labor, its difficulty of moving from place 
to place, and the difficulty and length of time involved in learning 
new trades or professions, it is rather immobile in regard to both place 
and occupation. Hence the tendencies for labor of a given kind to 
command only one price in a given market, and for differences in 
wages within a non-competing group just to equalize the net ad- 
vantages of different occupations, are considerably impeded, so that 
they work only slowly, and attain but approximate results. 

I^bor unions, through the power of collective bargaining, can 
cause wage increases to respond more promptly to conditions tend- 
ing to increase the normal price of labor, and can retard somewhat 
the operation of influences tending in a downward direction. Also, 
unions which restrict their membership can obtain higher wages for 
workers in particular occupations, but this forces more workers into 
other occupations or markets, tending to depress wages there. Mini- 
mum wage laws can prevent the depression of market wages below 
their normals by labor exploiters, but cannot force wages for labor 
generally to higher levels, except at the expense of creating unemploy- 
ment for those workers whose marginal product is not worth the wage 
established. 

Wages are sometimes said to be determined by the discounted mar- 
ginal product of labor. This merely emphasizes the fact that workers 
are paid for the present value of their product, a deduction of interest 
being made from the future value to reimburse the capitalists who 
advance wages before sale of the final product. 
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Chapter XXI 


INTEREST 


A. The Income from Capital 

Durable Capital as a Source of Income. — When wealth is of a 
temporary or transient nature, the utilities embodied in it are fleeting, 
and consumed immediately, or in a very short period of time. Ice 
cream lasts but a few hours; a ton of coal is burned up in a few days or 
weeks. Wealth of a more durable sort, however, is capable of yielding 
utilities for a considerable period of time — sometimes for an ex- 
tremely long one. A dwelling house or a farm is a sort of permanent 
store of utilities, the benefits of which are released gradually to the 
user for many days or years. Much of the capital employed in produc- 
tion is of this sort; and some forms of consumers’ capital, such as resi- 
dences, are also. This capital is a permanent source of income to the 
community. The income consists of the goods — the commodities or 
services — that are derived, directly or indirectly, from it. A dwelling 
yields income annually in the form of shelter and comfort; a wheat 
field yields it in the form of the crops which are raised upon it; a rail- 
road yields it in the form of transportation to passengers and freight. 
The permanent capital of the nation is one of its sources of income. 

In the processes of exchange, this income is given a pecuniary value, 
distinct from the value of the capital itself. The use of the dwelling 
house can be sold for a year at a given price; so can the use of the rail- 
road or the farm. Many persons derive a part or all of their income 
from the durable capital which they own, whose benefits they either 
use directly, or sell to someone else in exchange for money with 
which to obtain income in some other form. It is with the value of tlie 
income from such capital that we are now concerned; for, upon the 
value of the real income from the capital which they own, the share of 
the nation’s income received by all who possess income-bearing wealth 
depends. The problem of this chapter and the next is to analyze the 
forces which determine the value of the income from capital. 

This income, expressed in price terms, commonly goes by either of 
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two different names — rent or interest. Each of these terms refers to 
income from capital, the difference between them being not so much 
in the nature of the income itself, as in the point of view from which 
it is regarded. 

Rent. — When a form of durable wealth is leased or let by one 
person to another for a consideration, it is said to be rented. A farmer 
can rent an acre of agricultural land, a family can rent a residence in 
which to live, or a college professor can rent a typewriter for his use. 
In this case the rent is expressed as a certain sum of money per day, 
per month, or per year, paid for the use of the good in question. In 
using the term rent, the actual article of wealth from which the in- 
come is derived is always kept in mind. The rent is thought of in rela- 
tion to the physical capital-good, and is expressed in terms of a certain 
price for its use. A house may rent for fifty dollars per month; a fancy 
dress costume for two dollars per day; a farm for ten dollars an acre 
per year. Any durable article, such as a piece of real estate, a piano, 
an automobile, or even a dress suit, can be rented; but always there is 
such an article of wealth — we do not speak of renting a sum of money. 
We may define rent, therefore, as income from capital viewed xvith 
reference to the particular article of capital from zvhich it is derived. 

Where there is a definite leasing contract between an owner and a 
renter, in which a stipulated sum for the use of the rented wealth is 
payable, the rent is said to be explicit; but there may be implicit rent, 
even where there is no such contract. When an individual uses his 
own capital, and does not lease it to another party, he receives the in- 
come from it; only in this case he gets it in the form of direct benefits 
from the w’^ealth itself, instead of in the form of a money payment with 
which to buy other utilities. For instance, if a man owns the house in 
which he resides, he receives income from it in the form of the shelter 
and comfort it affords him. If we think of these direct benefits in terms 
of their value, they can be regarded as rent received by the owner for 
his property just the same as if he had leased it. It is in this case that 
the rent can be called implicit. The essence of rent, then, is not that 
it is a price paid, but that it is income received, from a durable good. 
All capital can be thought of as yielding rent in this sense. It is not 
usually necessary to use the terms explicit or implicit rent. The word 
rent, alone, includes them both, and is sufficient for most purposes. 

Interest. — The income from capital is also called interest. For in- 
stance, when a bank makes a loan to a customer, it obtains from him 
interest payments for the use of the amount borrowed. When an in- 
vestor buys the bonds of a corporation, they yield him annual money 
income, which consists of interest payments by the corporation for the 
use of the investor’s wealth. Suppose the amount of each of these loans 
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is $1,000, and the amount of the interest $6o. What has really been 
loaned in these cases is command over capital; the borrower has been 
given purchasing power with which to obtain $1,000 worth of wealth, 
which the lender might have possessed if he had kept the money for his 
own use. The $60 of interest, therefore, is really a payment for the 
use of this capital, just the same as if the capital had been rented by the 
lender to the borrower. But since there has been no direct transfer of 
goods between the parties to the transactions, each thinks of the deal 
in money terms, and the payment for the use of the capital is regarded 
as income paid for, and received from, a fund of money. We may think 
of this fund as a certain amount of capital-value, to distinguish it from 
the actual capital-goods whose value it expresses. 

Herein lies the difference between interest and rent. Rent is thought 
of as a payment for the use of certain definite capital-goods, but inter- 
est is thought of as payment for the use of a certain amount of capital- 
value, Nevertheless, we must not lose sight of the fact that, back of the 
sum of money or capital-value on which interest is paid, are the real 
goods, and that the payment is really made for the use of these goods 
in both cases. There is, therefore, no fundamental difference between 
rent and interest; the same income may be called either one or the 
other, depending on the point of view. If we could put our fingers 
upon the particular articles of wealth from which the sixty dollars is 
derived in the above examples, we could call it the rent of those arti- 
cles; but so long as it is considered simply with reference to a capital- 
value, it is called interest. We may arrive at the definition, therefore, 
that interest is income derived from capital, viexued with reference to 
the value of the latter. 

Since both the value of the income and the value of the capital 
which yields it are stated in money terms, one can be expressed as a 
percentage of the other. It is very common to express interest in this 
way. If $1,000 worth of capital yields $60 worth of income, the interest 
is 6 per cent. In this case the value of the capital concerned is called 
the principal, to distinguish it from the income, or interest. The ratio 
of the interest to the principal is known as the rate of interest. In the 
above example, this rate is 6 per cent. 

As in the case of rent, interest frequently arises out of a loan con- 
tract, but there can he interest without such a transaction. The owner 
of capital receives interest for its use whether he lends it to someone 
else, or employs it himself. Suppose two business men, A and B, each 
have $5,000 worth of capital. A invests liis in the bonds of a railroad, 
securing an interest return of 5 per cent, which brings him in an in- 
come of $250 per year. Here is a definite loan, and an agreed payment 
of interest. B, on the other hand, invests his money in a small grocery 
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store. Here no loan is involved, as he runs the store himself. He will 
nevertheless expect the store to yield him as much return for his money 
(in addition to all other costs, including wages for his own labor), as if 
he had loaned it to another. The interest accrues to him just as truly 
as in A*s case. Interest, therefore, does not arise necessarily out of a 
loan transaction, but is received by the owners of capital wherever it is 
productively used. Some economists draw a distinction between ex- 
plicit interest^ by which they mean that interest which arises where a 
loan is made and an agreed interest paid upon it; and implicit interest, 
which arises where no loan transaction is involved, but where the 
capital yields income directly to its owner. However, it is not often 
necessary to make this distinction. Both forms of income are essen- 
tially alike in their nature, and both can be called by the simple term, 
interest. 

We see, then, that the income from capital can be regarded either in 
its relation to the piece of xvealth from which it is derived, in which 
case it is called rent; or in relation to the value of the capital from 
which it is derived, in which case it is called interest. The same income 
can be looked at from either or both points of view. A man owns a one 
hundred acre farm, xvhich represents an investment of $20,000. He 
leases it to a tenant for $12 an acre. This sum is the rent of the farm, 
amounting, in the aggregate, to $1,200 per year. But this $1,200 is 
also interest on his investment, at the rate of 6 per cent. This one item 
of income, valued at $ 1,200, is both rent and interest. All income from 
capital has this dual aspect; it can be called by either the one or the 
other, depending upon the point of view. 

Equipment and Land. — Our immediate problem is to find out 
what fixes the amount of interest or rent, in order that we may under- 
stand how the share of the social income which goes to the owners of 
capital is determined. In doing this we shall be carrying on that gen- 
eral analysis of the income sharing process with which we have been 
occupied in the last two chapters. For this purpose, we must bear in 
mind that some capital is supplied gratis by nature, while other capital 
results from the investment of savings. The former . we call land, the 
latter, equipment. 

We have here a distinction of great importance for the problem of 
income sharing, for it indicates a fundamental difference in the con- 
ditions of supply for the two kinds of capital. Since the investment 
of savings is essential to the creation of equipment, the supply of tlie 
latter is variable. According to whether men save and invest much or 
little, the quantity of equipment will be great or small. If its quantity 
is great, its value will be less than if it were more scarce, and the in- 
come which its owners can derive from it will be governed accord- 
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ingly- Therefore, if we would understand the factors determining the 
yield of this kind of capital, we must study the conditions which affect 
the process of saving and investment. 

The supply of land, on the other hand, is very nearly fixed. To be 
sure, its quantity can be increased to some extent by the irrigation of 
deserts and the drainage of swamps, but, as compared with the total, 
this is insignificant. For all practical purposes we may say that man 
cannot materially increase the quantity of land, nor destroy that which 
is already here. Since it has been here from the beginning, no saving 
is required to bring it into existence. In this respect the conditions 
governing the supply of land differ from those governing the supply 
of equipment; and therefore, the income shares derived from them 
cafinot be explained on the same principles.^ 

We shall find, however, that there are some forms of equipment, so 
difficult to construct and so durable in character, that it takes a long 
time to change the amount of them very greatly; for short periods, 
therefore, they are practically inseparable from the land itself. In these 
circumstances, the income from equipment cannot be sharply de- 
marcated from that of land. We shall give due consideration to such 
cases as we proceed, but they will not destroy the validity of the general 
distinction which we have drawn. 

In view of the foregoing, we shall consider the income from equip- 
ment as a share distinct from that of land, devoting this chapter to the 
former. Since equipment arises from the investment of savings, our 
problem is to analyze the conditions of demand and supply of savings 
available for investment. When thinking of these in terms of investi- 
ble funds, we shall consider their income as interest. It is this aspect 
of the problem that we shall take up first. When thinking of the sav- 
ings as embodied in physical equipment, we shall consider their in- 
come as rent. We shall deal with this briefly after the discussion of in- 
terest. Let us turn, therefore, to the latter. 


B. The Rate of Interest 

Consumers’ Demand for Investible Funds. — How much will a 
borrower be willing to pay for the loan of a sum of money which he 

1 It is because of this distinction that some economists exclude land from the category 
of capital, as explained in the third footnote of Chapter IV. The same writers use the 
words rent and interest in a sense diiferent from that here adopted. They reserve the word 
rent for the income from land (sometimes employing the term economic rejit to avoid 
confusion with business usage), and interest lor the income from what they call capital 
(i.c., equipment). They would never speak of the income from land as interest, nor of 
that from equipment as rent. The whole purpose of this terminology is to bring out 
clearly the distinction l^etween land and other kinds of wealth. The distinction is a 
proper one, but the terminology involves a confusion with popular speech, as well as 
some other difficulties, which were pointed out in the footnote above referred to. 
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intends to convert into some form of equipment? There are two 
classes of such borrowers — consumers and producers. Some borrow 
to obtain the use of consumers’ goods. A good example of this is where 
a man borrows from a building and loan association to finance the 
buildingof a home. Other examples are where an automobile, a piano, 
an electric refrigerator, a phonograph, or a radio, is bought on the 
installment plan. Each such purchase really involves a loan trans- 
action, in which the price the purchaser pays includes not only the 
price of the article itself (the principal of the loan), but also interest 
on the amount he owes from the time he buys the article until it is 
fully paid for. We may call all borrowings of this sort consumers* 
loans. When we consider the great number of home building mort- 
gages and installment purchases, it will be realized that the total 
amount of such loans is of considerable importance. 

We may get at the factors determining how much consumers will 
pay for such loans by considering a simple example. Let us suppose 
that a man with a fair income, but with little or no savings, is desirous 
of building a house. He is confronted with the following alternatives: 
If he waits until he has saved enough from his income to pay the cost 
of building the house, he must do without it for a very long time. On 
the other hand, if he fjorrows enough to build it now. he must 
pav a premium (interest) lot the use of the lender’s savings. He must 
weigh the advantage of immediate possession against the disadvan- 
tage of having to pay interest. How much he will pay depends upon 
(1) the utility to be derived from the use of the goods, (2) his impa- 
tience or feeling of urgency for the immediate enjoyment thereof, 
and (5) his present and probable future paying capacity (income). 
Each consumer borrower is governed by similar influences. Some, of 
course, stand ready to pay more than others. It is possible, therefore, 
to draw up a demand schedule, showing the various quantities of 
savings that will be taken at each of a series of rates of interest. Like 
other demand schedules, it will follow the law of demand; i.e., the 
lower the rate, the greater the quantity that consumers will borrow. 
A curve representing such a schedule is shown by Dc in Figure 55 
(P^ge52i). 

Producers’ Demand for Investible Funds. — In addition to this 
demand from consumers, there is the much larger demand from enter- 
prisers, who desire to borrow funds for purposes of production. Here 
we are dealing with producers’ loans. Nearly all enterprisers are bor- 
rowers at one time or another. Corporations “float” issues of bonds 
with which to secure funds for the construction or expansion of tlieir 
plants, and both corporations and individual business men borrow 
from banks or acquaintances to obtain warehouses, stores, and fix- 
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tures, or stocks of materials and merchandise. The funds so borrowed 
are savings, invested in equipment (except those used in the purchase 
of land, which will be considered later). Hence the amount of interest 
enterprisers will offer depends upon how highly they value the use of 
such equipment. Since they do not use it for the gratification of their 
own desires, it has no direct utility for them; they value it only lor the 
salable products which they expect to obtain with its aid. What tliey 
are willing to pay depends on its importance to them in the produc- 
tion of those salable commodities. Since the equipment is to be used 
along with land and labor in production, we are again confronted 
with the problem of how to determine its importance to the process 
apart from that of the other agents. Here the principle of marginal 
productivity enters. Let us consider this principle once more, and see 
how it applies to the present case. 

The Marginal Productivity of Equipment. — In an earlier chap- 
ter, we learned that the productive processes of modern industry are 
not direct, but roundabout. The savage who wants water goes directly 
to the stream and dishes it out in a crude pail or cup: but the civilized 
man devotes thousands or millions of hours to preliminary labor, con- 
structing huge dams and reservoirs, powerful pumping machinery, 
long pipe lines and complicated plumbing. As a result of this rounda- 
bout method, he obtains more water, in the long run, for the amount 
of energy expended. It is the use of equipment, derived from saving 
and investment, that has made this greater product possible. Tools, 
which in this case consist of reservoirs, pumps, pipes, and so on, make 
labor more efficient. The product that results from their use is not only 
great enough to pay for their cost, but there is a surplus besides. This 
surplus makes possible the payment of interest by enterprisers, and 
determines how much they can afford to pay. 

The amount of the surplus yielded by equipment will depend upon 
the quantity of it that is employed, relative to the other agents of 
production, following the principle of diminishing productivity^ As 
an illustration of this, let us imagine a producer who is about to en- 
ter the baking business. He has his choice of using a simple plant 
with few tools, or a more elaborate one. Suppose he employs com- 
paratively little equipment, using the simplest sort ot building in 
which to conduct his operations, a small inexpensive oven, cheap 
pans, and a push cart in which to deliver his loaves. Because ol die 
lack of adequate facilities, only a small cjuantity ot bread can he 
baked at one time, and the process will have to be otten repealed. 
There will be much extra labor required repeatedly to mix and 
knead the dough, to fire the oven, and to deliver the goods by the 
slow method of the push cart; while the flimsiness of the plant and 
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tools will require the expenditure of much labor and materials on 
their repair and replacement. A larger oven would make possible the 
mixing of a greater quantity of dough and its baking at one opera- 
tion, with a consequent saving of time. Automatic mixing and knead- 
ing machinery will save considerable labor. An auto-truck will make 
possible the delivery of the product with corresponding economy. 
More substantial plant and equipment will require proportionately 
less repair and replacement. Even if we take into consideration the 
labor and resources required to make all this additional equipment, 
there will be a saving, for it provides a surplus above its own cost. 

However, as the baker elaborates the process still lurtlier by the em- 
ployment of more complex and substantial instruments, there will not 
be a corresponding increase in the product. Suppose he employs an 
electric oven in place of one heated by coal. Suppose his pans are made 
of solid nickel, so that they will not rust, and will last for many years. 
Suppose belt conveyors are installed to move the materials anci bread 
from place to place within the plant. It is even conceivable that the 
baker might construct a system of underground pneumatic tubes to 
the homes of his various customers, through which to shoot the loaves 
as they come fresh from his ovens. All these are methods of increasing 
the roundaboutness of the baking process. There is no limit to which 
it might be carried, but after it had passed a certain point, the increase 
in the output of bread made by using additional equipment would get 
progressively smaller. 

The reader will recognize that in this situation the marginal pro- 
ductivity of the equipment is declining. When but few tools are em- 
ployed, each is very important to the output, but when many are iised, 
they must take less productive forms, in which case a little more or 
less does not make a very great difference in the product. The least 
productive uses to which any of the equipment of the plant is put are 
marginal uses. The surplus over its cost yielded by the equipment on 
this margin will be small, and may disappear entirely. It is the product 
of the equipment employed at the margin which determines how 
much the baker is willing to borrow. So long as he can borrow funds 
which, when invested in equipment, will yield him more than he has 
to pay for the loan, it will be to his interest to do it; but not otherwise. 
In short, he will continue to borrow until the value of the marginal 
product of his equipment has fallen so low as just to equal the price 
he must pay for its use; and there he will stop. 

This baker is not alone in seeking the use of investible funds. There 
are many competing enterprises whose conduct is determined by simi- 
lar considerations. They, too, are desirous of obtaining the use of any 
equipment they can get, so long as its price does not exceed the value 
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of the surplus they expect its employment to yield. So, each will seek 
to secure more of it until the point is reached where the value ol its 
marginal product is just enough over its cost to pay the interest. 
C^ompetition tends to bring this margin to nearly the same point 
in every well-managed enterprise. Just where this point will be de- 
pends upon the volume of ecjuipment that can be provided out of 
the available savings. We may conclude that the demand ol producers 
for investible funds is based on the marginal productivity of equip- 
ment. Since the marginal productivity becomes lower as the quantity 
of equipment becomes greater, we may further conclude that this de- 
mand, like that of consumers, follows the law of demand; that is, the 
greater the quantity of funds offered on the loan market, the lower 
will be the price that can be obtained for their use. 

Summary View of the Demand for Investible Funds. — By bring- 
ing together what has been said about consumers* and producers* de- 
mands for loans, a picture of the total demand for the use of investible 
funds may be obtained. This demand is composite, being made up of 
the two sources just named. The demands of both sets of borrowers 
are alike in that they follow the law of demand. If only a small supply 
of funds is available, a few consumer borrowers can be found who will 
pay a high price for the loan of them, and producer borrowers will 
also pay a high price because the resulting scarcity of equipment makes 
its marginal productivity in their industries high. If the supply avail- 
able is large, however, the funds will have to be loaned to consumer 
borrowers to whom their utility is less, or whose small incomes permit 
them to pay only a low price, and to producer borrowers who will pay 
less, because the greater abundance of equipment makes its marginal 
productivity in their industries low. 

The nature of the resulting demand schedule is pictured graphi- 
cally in Figure 55 (page 521). Here Dc is supposed to represent the 
demand of consumer borrowers, Dt the total demand of consumer and 
producer borrowers combined. By drawing a horizontal line across the 
two curves from any point on the vertical axis, we can ascertain how 
much will be borrowed by each group at the corresponding interest 
rate. For instance, the horizontal line intersecting the curve Dt at G 
tells us that, if the rate of interest is 5 per cent, the effective demand of 
consumer borrowers will be 1^4 million dollars, and ol producer !)or- 
rowers 4 ^^ million dollars, making a total of 6 millions. The effective 
demand at any other rate ol interest can be found by a similar pro- 
cedure. Observe that the curve of total demand slopes downward to 
the right, thereby exhibiting the same characteristic which we have 
found to be typical of demand curves generally. 

The Supply of Investible Funds. — - We have already learned that 
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the supply of investible funds comes from saving. This may be either 
voluntary or involuntary, but it is with the former that we are mainly 
concerned for the moment, because it is upon voluntary saving that 
the average amount of investment over long periods of time depends. 
Therefore, it is the investment of voluntary savings that is the sig- 
nificant supply factor in determining the normal rate of interest. We 
may postpone the question of involuntary saving until we are ready to 
consider the fluctuations of market rates of interest about their norms. 

In order to understand the influences at work on the supply side of 
the investment market, we must find the answer to two broad ques- 
tions: What determines the willingness of people to save, instead of 
spending all their income in immediate consumption? And, what de- 
termines their willingness to invest their savings in productive equip- 
ment, instead of hoarding them in stores of near-goods, or in cash? 
Let us consider each of these questions, in turn. 

Willingness to Save. — The capacity of people for saving depends 
on the size of their incomes. When a man's income is so small that it 
barely suffices for the subsistence of himself and his family, he cannot 
save very much; only if he has a surplus above his minimum needs 
can his savings be substantial. In general, therefore, we may expect 
the volume of saving to be affected by the size of individual incomes. 
But saving does not depend on size of income alone, for different per- 
sons having the same income will not all save the same amounts. How 
much each will save depends on his habits of thrift, and his anticipa- 
tion of future needs. Thrifty people will endeavor to create a fund of 
savings to meet possible expenses arising from sickness or accident, 
to provide for old age, and to give support to surviving dependents 
after death. The institution of insurance has greatly promoted the 
habit of saving for purposes of this kind. In these cases, the saving is 
not undertaken primarily for the purpose of creating productive 
equipment — a store of cash or of near-goods would serve the end de- 
sired well enough. 

In other cases, saving may be done with the deliberate intention of 
creating equipment. This is the case with the home-owner who takes 
out building and loan shares in order that he may accumulate enough 
to build himself a house; and it is the case with the corporation, whose 
board of directors decides to reinvest some of the earnings in the busi- 
ness (perhaps for a plant extension), instead of distributing all of the 
profits in dividends to stockholders. 

It is generally held that, given the above factors pertaining to the 
incomes, habits and propensities of the various members of the popu- 
lation, the amount that will be saved and offered for investment will 
vary with the inducement that borrowers are disposed to offer. That 
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is, more will be saved and invested when interest is high than when 
it is low. There is anothei school, however, which holds that the tjuan- 
tity of savings is determined predominately by sociological and eco- 
nomic (actors that are largely independent ot the interest rate. The 
British economist Keynes, lor instance, while not denying that tlie 
inducement ol interest is one ol the relevant factors, nevertheless be- 
lieves that saving depends mainly upon the size of the national in- 
come, rising as it rises and falling as it falls. He holds that the indiu e- 
ment of interest is relatively unimportant in determining the amount 
of savings, but is oi great importance in determining what proportion 
of savings will he put into investments, and what proportion will fie 
held in the form of idle money balances. VV^e must presently consider 
some of the interesting consec]uences which follow from this line of 
thought; but lor the moment our task is to develop more fully the 
customary type ol explanation. 

The Time Preference Theory. — This explanation is called the 
time preference theory. According to this theory, the person who 
saves is giving up present goods in exchange tor goods which he ex- 
pects to receive some time in tlie future. But most people prefer pres- 
ent goods to future goods. Hence, they will not make the present sacri- 
fice, involved in saving, unless the goods which are expected to result 
later from the saving exceed in value those which are sacrificed now. 
This is believed to be one reason why interest has to be paid lor 
invested savings — it is an extra premium (in addition to the princi- 
pal) to compensate tor the sacrifice of waiting. 

This trait of human nature (preference for present goods) is known 
as time preference, or impatience. It can be expressed mathematically, 
as a rate, or percentage. For instance, a man who could just be induced 
to exchange 3 1 ,ooa in the present for $ i , i oo a year in the future would 
be said to have a rate of time preference of lo per cent, while an in- 
dividual who would accept $1,050 next year for 3i»ooo now would 
have a rate of 5 per cent. The rates of impatience of different com- 
munities, and of different individuals in the same community, will 
differ according to their intelligence, habits, and circumstances. In- 
telligent, thrifty people save willingly — their rates of time preference 
are low Some people would save to meet future needs even if they had 
to accept less than they give up now — their rates of impatience are 
negative (ue., less than zero). Ignorant, shiftless people would not save 
unless the induc'ement were very strong — their rates are high. Between 
these extremes are all possible gradations. Among the fac tors that af- 
fect the rates are: size of income (the rich have lower rates of time 
preference than the poor): prospective growth or shrinkage of inc'ome 
(the man whose income is declining has a lower rate, bec.ause he can 
foresee a time when his needs will be poorly taken care of, unless he 
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makes provision now); age (a young man, with a growing family, has 
more reason to save than an old man with one foot in the grave); 
hazards (the person employed in a dangerous occupation has more 
need to provide for accidents than have other persons); and so on. 

For each individual there is not just one rate ol time prelerence. 
but rather a schedule of the rates, at each of which he will save dih 
ferent proportions of his income. To save a small portion of one’s 
income entails no great sacrifice; the larger the proportion of it set 
aside, the greater is the pain of foregoing the consumption of present 
goods. Hence, one’s rate of impatience is low on small savings, and 
rises with each increase in the amount saved. One will offer mure 
savings for investment when interest is high than when it is low. It is 
the joint action of all these forces, some working in one direction, 
some in another, that is found in the loan market. The nature of the 
combined influences is such that, the greater the amount to l>e saved, 
the higher the inducement that must he offered. In otliei words, 
savings have a supply-price, which is higher for a large (juantity of 
.savings than for a smaller ejuantity. If plotted as a supply curve, tiie 
latter would slope upward to the right, like a curve of inci easing 
costs. (See the curve TT in Figure 55, page 521.) 

Objections to the Time Preference Theory. — Those who object 
to this theory claim that the concept of a rate of time preference, ac- 
cording to which savings will be increased if a higher price is of- 
fered for them and decreased if the price falls, does not correspond to 
the facts. They stress particularly four important influences affecting 
savings, which are believed to be inconsistent with the theory. The lat- 
ter rests upon the assumption that saving is irksome or distasteful to the 
saver; that to do without present goods is a sort of abstinence which 
entails a sacrifice that must be paid for. The first objection raised by 
the critics is that in many cases this assumption does not hold true. 
It is pointed out that the very rich have so large a surplus that they 
are quite unable to spend it all for their own use, and that they there- 
fore invest it in equipment as a matter of course. Consequently, the 
amount they will save depends on the amount of their surplus, and 
bears no definite relation to the price they can obtain for the use 
of the savings so accumulated. 

In the second place, it is argued that the large volume of savings 
accumulated by the reinvestment of corporate (‘arnings does not 
involve any question of time preference or af)stinence. because tiie 
stockholders do this saving involuntarily. The funds never get into 
their possession, for the directors simply decide that it is wise for the 
prosperity of the business to use the earnings for extensions to plant, 
rather than to distribute them in dividends. 
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Thirdly, a great deal of saving is accomplished by the state, through 
taxation. When a city builds an art museum, although it may bor- 
row the funds in the first instance, it eventually redeems the bonds 
out of taxes levied upon the community. Here the individual is forced 
to save because public authority deems it wise lor the wellare ol the 
citizens: but in this case again, it is held, we cannot speak of a rate of 
time preference. 

Finally, it is pointed out that, if the motive of an individual in 
saving is to provide himself with a certain income, sufficient to main- 
tain him at his accustomed standard of living, the lower the rate of 
return on investments, the greater the amount he must save in order 
to secure such an income. Suppose, for instance, that one is accustomed 
to living at a scale which involves the expenditure of $5,000 a year. If 
investments yield a return of 5 per cent, $100,000 of savings will pro- 
vide such an income; but if the rate falls to 4 per cent, it would take 
$125,000 to provide it. Hence such persons will save less when the 
price paid for savings is high than when it is low. This is directly con- 
trary to the time preference theory, which says that, the higher tlie 
rate ot return, the more people will save. This is an important tacior 
in those savings which go into life insurance funds. 

These objections lead to the conclusion that the supply of sav- 
ings is not controlled by the rate ol time preference, but is fixed by 
the general habits of individuals in regard to savings, by customary 
standards of living, by business practices and institutions, by govein- 
niental policies regarding the erection ol public works, and by all the 
various factors affecting those general scjurces ol savings which were 
described in a prec eding paragraph. This tends" to support the view 
that savings have no definite supply-price, and that their su}>ply is 
determined largely irrespec tive ol the rate cjt return on investments. 

These criticisms are useful in calling attention to certain forces in- 
fluencing the supply of savings which are not sufficiently stressed by 
the time preference theory; but, in the judgment of the present writer, 
they do not render the analysis invalici. We may recognize that there 
are some savings the volume of which would remain unchanged 
whether a higher or lower price were paid to them, and also that 
there are some savers who would be induced to accumulate more if 
the price fell and less if it rose, rather than the reverse; but in ad- 
dition to these there are undoubtedly many more persons to wfiom 
saving constitutes a real sacrifice of present goods, and who will there- 
fore be influenced strongly by the prospect of future income to be de- 
rived from their capital. Even the rich man finds a point where, it he 
saves any larger proportion of his present income, he must do without 
some luxury which he would like to enjoy, and he will not be willing 
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to submit to this abstinence unless some premium in the future is to 
be obtained by so doing. Hence, it is not incorrect to think that the 
volume of savings will increase or decrease, according as the induce- 
ment offered for their use is higher or lower. 

Liquidity Preference. — Be that as it may, it seems fairly certain 
that funds saved will not be offered for investment unless some reward 
is to be gained thereby; for nominal savings do not have to be put into 
equipment — they can be hoarded in the form of money, instead. 
Modern financial institutions make it possible to hoard money with 
great safety. All one has to do is to store cash (specie or paper) in a 
safety deposit box, and the trick is done. Even a bank deposit may, 
under some circumstances, constitute a fund of idle money which does 
not enter into investment. 

There are a number of reasons why people with surplus funds might 
prefer to keep them in cash, instead of invest them. For one thing, the 
funds may be safer in a safety deposit vault. But the chief advantage 
is that cash is a more “liquid” asset than an investment in equipment. 
By “liquid” is meant, readily exchangeable for other kinds of goods. 
When money is saved, the saver presumably expects to use it some- 
time later, to meet some future need. That need may take a great va- 
riety of forms. The money may be wanted to pay medical bills or 
funeral expenses; it may be wanted to provide a livelihood in old age; 
or perhaps a favorable business opportunity may arise in which the 
saver may desire to employ it. If the money has been invested (say 
in railroad bonds) there may not be a ready market for the bonds at 
the time when it is needed. Bonds may be low in price, so that the 
investment cannot be converted into cash without loss. If it has been 
invested in real estate, it may take a long time to find a buyer for the 
property; in the meantime, the funds are “frozen.” But if the money 
has been hoarded in the form of cash, it is instantly available for any 
purpose whatsoever. This is an advantage not to be disregarded lightly. 
It is not likely that the saver would willingly forego it, unless there 
was some offsetting gain to be derived from investment. Hence, the 
prospect of receiving interest is a necessary inducement to investment. 

The preference which people have for cash, rather than for an in- 
vestment in equipment, is called liquidity preference. It can be meas- 
ured as a rate, in the same manner as time preference. That is, by as- 
certaining the interest premium which would just suffice to induce an 
individual to invest his surplus holdings of money, instead of hoarding 
them, we could know what was his rate of liquidity preference. This 
rate presumably differs from person to person; and any one person 
would probably be willing to invest a larger proportion of his nominal 
savings at a high rate than at a low one. 
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The factors upon which liquidity preference depends were set 
forth in the chapter on The Fluct uaiing Price Levely where the reasons 
why people prefer to hold a part of their assets in money, instead of in 
goods, were explained. According to that explanation, people’s hold- 
ings of money depend upon: (i) the interval of time that elapses be- 
tween their successive money receipts — a man must not spend all his 
money on the day he receives it. he must spread it out over the period 
that will intervene before the next pay day; (2) the desire to provide 
for possible contingencies, such as illness, or the need for repairs to 
one’s house; (3) the desire to hold money for speculative purposes, 
The amount of money that will be held for these three reasons (espe- 
cially the last) will presumably be affected by the interest rate. If 
the rate is high, savers ma,y find that they can “pare” somewhat the 
amounts they need to hold in cash, in order to reap the advantage of 
a high yield from investment; if the rate is low, they will hold more of 
their surplus in liquid form. This causal relationship works both ways; 
a change in the attitudes of people toward the desirability or need of 
holding cash for the above three reasons will have corresponding 
repercussions on the interest rate. If they feel it wise to liold a larger 
part of their assets in cash if their liquidity preference rises) 

proportionately less will be offered for investment, and the rate of 
interest will go higher; if they reduce their cash holdings (i.e., if li- 
quidity preference falls) more will be offered for investment, and the 
rate of interest will go down. 

Cost and Risk of Lending. — Tlie willingness of savers to invest 
their surplus is also affected by the costs of making investments, and 
by the risks of possible loss. A loan transaction often involves a certain 
amount of administrative detail which must be paid-for. This is most 
conspicuous in the case of banking. The making of loans is a f>ank*s 
most important function, and the whole cost of maintaining the build- 
ing, paying the cashiers, clerks,^ and other employees — in fact, the 
whole administration of the institution — is one of the expenses in- 
volved in the loans it makes. Naturally, the bank must be recompensed 
for this cost by its customers, and this recompense constitutes a con- 
siderable element in the interest which the borrower pays. Similar 
elements enter to a lesser degree in almost any loan. 

Finally, in making a loan or an investment of any kind, there is 
usually some danger of losing a part or all of one’s savings. Businesses 
may fail; persons to whom funds are entrusted may prove dishonest; 
natural disasters may occur, or weather conditions may be unfavor- 
able — in fact, any one or all of the property risks discussed in Chapter 
VII may be present in greater or less degree. Where the risk is insur- 
able, the cost of the insurance must be paid for, and the saver will ex- 
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pect to receive enough income from his loan to meet this expense. 
Where the risk is not insurable, the lender will nevertheless have it in 
mind, and unless the borrower pays him a sufficient sum to make it 
worth his while to assume this x'isk, he is not likely to make the loan. 
Therefore, payment for risk is one of the costs a borrower must meet, 
and is one of the elements included in interest. 

Determination of the Rate of Interest. — We have now surveyed 
the various factors which are at work in the market for investible 
funds. If we bring these factors together into a single picture we will 
be able to see how the rate of interest is determined. The mechanism 
of this determination is represented graphically in Figure 55. 

In this diagram, quantities of savings offered for investment are 
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measured in millions of dollars, shown on the base line OX. On the 
vertical line, OY, aie measured the various prices that may be jxaid 
for the use of savings, expressed in terms of percentages (that is, in 
interest rates). The composite nature of the schedule of demand for 
investible savings is shown by the fact that there are two demand 
curves instead of one. The first of these (Dc) represents the schedule of 
demand of those who borrow for purposes of consumption, as ex- 
plained in a previous paragraph. To it is added the demand of pro- 
ducer borrowers, so that the curve Dt represents the schedule of total 
demand. We have learned that producers’ demand rests upon the mar- 
ginal productivity of the equipment which they can obtain with tlie 
funds they borrow. Since both of these schedules follow the law of 
demand, the curve Dt slopes downward to tlie right, showing that the 
effective demand for funds is greater at low rates than at higit rates. 

The curve S represents the supply prices at which different quanti- 
ties of savings will be offered for investment. It is made up of two 
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elements. The first of these, represented by the curve T, indicates the 
combined influence of time and liquidity preference. Since there are 
some people with low rates of time and liquidity preference, who 
would be willing to offer funds for investment without the induce- 
ment of high rates of interest, a small quantity ol savings would be 
forthcoming even if the rate of interest were fairly low; therefore, this 
curve begins at a low point on the left side ot the diagram. If greater 
quantities ot savings are to be offered, suppliers must be drawn into 
the market whose rates of time and liquidity preference are higher 
(including those who would offer small amounts at low rates, but who 
could be persuaded to offer larger sums if the inducement were 
greater). Therefore, the curve slopes upward to the right, indicating 
that the effective supply will be greater, the higher the rate of inter- 
est prevailing. But the curve T does not reflect all the factors entering 
into the supply price of savings. We have learned that it is not enough 
to compensate savers for their time and liquidity preference alone. 
They must also be paid for the cost and risk of lending. Therefore, we 
must add these costs to the curve T, thereby obtaining the complete 
supply curve S, which shows the rates at which different quantities of 
savings would actually be offered for investment on the market. 

Observe that the curves of total supply and total demand cross at G. 
This intersection marks the point where the effective demand and ef- 
fective supply are equal. In this example, we suppose that at 5 per cent 
$6,000,000 will be taken by borrow^ers and $6,000,000 offered by 
lenders. Therefore, this is the rate which tends to prevail in the 
market. Such a rate is called the norinal rate of interest. It is the same 
as the true or equilibrium rate which was discussed in Chapter XI. 
Market rates of interest will fluctuate about this point, just as market 
commodity prices fluctuate about their normals. 

Gross Interest and Net Interest. — It is desirable to make a dis- 
tinction between that part of interest which is paid for time and li- 
quidity preference and that part which is paid to compensate for the 
costs and risks of investment. Accordingly, the line GI in Figure 55, 
which represents the rate of interest, is divided into two parts, lettered 
NI and GN, respectively. NI represents the payment for time and 
liquidity preference. This is what savers receive for sacrificing present 
goods and for giving up the advantage of holding their assets in liquid 
form. It is given the name net interest, or pure interest. It is what in- 
vestors would receive if they could put their savings into loans which 
were absolutely free from risk and which involved no administrative 
costs. However, it seldom (if ever) happens that the price paid for the 
use of investible funds consists only of net interest. Always there is 
/jomething extra (GN) to compensate for administrative costs and 
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risks. The total payment, which includes all the elements we have 
analyzed, is called gross interest. It is represented by the line GI in the 
diagram. The distinction is important in order for us to understand 
the relation between rates of interest among different investments in 
the same loan market. This thought will be developed in the next two 
paragraphs. 

The Tendency to Equality of Net Interest Rates- — Some writers 
speak as if normally there was only one “general” rate of interest, there 
being a tendency for all loans to be made at the same rate, any differ- 
ence in the rates yielded by different investments being an accident or 
an abnormal condition. This is a mistake, if by interest is meant the 
rates actually paid in the markets — that is, gross interest. There is, 
however, a long-run tendency towards such rates of interests as will 
establish the same rate of net interest of every investment in a given 
loan market. Where active competition prevails, there tends to be paid 
the same premium for time and liquidity preference on all loans, any 
differences in gross interest being due to differences in the payments 
for risk or administrative costs. 

This is due to the mobility of savings. Durable kinds of equipment, 
once constructed, cannot change their form, of course; and because 
they are often somewhat specialized, they sometimes cannot even 
change their uses, except to a limitecl extent. A textile factory cannot 
be converted into the equipment of a silver mine, nor can a railroad 
be made into an ocean liner. Therefore, if silver mining yields higher 
rates of return than textile manufacturing, or if ocean transportation 
is more profitable than railroading, nothing can be done about it until 
the railroad or the factory wears out. The owners of steamships and 
silver mines will receive high rates of net interest on their investments 
and the owners of the railroads and textile mills will receive low rates 
for a time — possibly for a considerable period of years. But with such 
a situation prevailing, persons with new savings to invest will not be 
likely to offer them for textile manufacture or railroad building pur- 
poses, for they can get a better return if they construct steamships and 
open up new silver mines — or, what amounts to the same thing, lend to 
enterprisers who borrow for these purposes. This will cause a gradual 
shifting of investment from the low-paying to the high-paying indus- 
tries. As textile mills and railroads wear out, no new equipment taking 
their place, the scarcity of their products will cause their price to rise, 
until the income derived from such investments increases sufficiently 
to attract new savings. They will then be yielding higher rates of in- 
terest than before. As new silver mines and steamships are constructed, 
the increasing supply of their products will cause the price of the latter 
to fall, until the income from such investments declines. They will 
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then be yielding lower i^ates of interest than before. Thus, there will 
have been set in motion forces which, given sufficient time, would 
bring about an equalization of the rates of net interest yielded in these 
investments. 

But the rates of gross interest would never be equal. Ocean trans- 
portation involves risks and costs not found in textile manufacture. 
It is a more hazardous enterprise. So is silver mining. One never knows 
how long a rich vein will last nor when a deposit will be worked out, 
although the science of geology has greatly reduced the element of 
guesswork in such undertakings. Thus, these industries would have 
to offer greater inducements to investors than would be necessary in 
the more stable fields of production. But these differences would just 
compensate for the extra administrative costs, insurance, and risk in 
the industries in question; the actual premium offered for time and 
liquidity preference in the four cases would be equalized by the proc- 
ess of shifting investments. 

There is a steady flow of new savings ever seeking the most profita- 
ble use they can find- Part of this flow comes from the depreciation 
funds which business men lay aside to replace their plants when worn 
out, and part from the surplus earnings of corporations not distributed 
to stockholders but held for reinvestment. These funds need not be 
invested in plants identically like the old. They can be put in new 
businesses altogether, if the old ones do not pay; and frequently they 
are so shifted. Another part comes from individuals who are continu- 
ally accumulating new savings. These can be put in the form of any 
kind of wealth that offers sufficient inducement in income yield. It is 
these replacement funds, surplus earnings, and new savings whicli 
make the equipment of the nation mobile, and which tend slowly to 
adjust rates of net interest towards equality. 

Differences in Rates of Interest- — Such differences as are to lie 
found in the rates of interest yielded by different investments, there- 
fore, must be due to one of the following three groups of causes: 

(i) Different rates of both net and gross interest may prevail in 
different markets. While some kinds of equipment ran be transported 
around the world, and although international investments are com- 
mon, different rates of interest usually prevail in different nations, 
and even in different parts of the same country. In new countries the 
rates are usually higlier than in old. This is partly due to the scarcity 
of savings in those countries where large fortunes and surplus wealth 
have not yet been accumulated, and where enierprisers are very de- 
sirous of obtaining equipment with which to exploit the rich natural 
resources of the region. In old and prosperous countries, the rates of 
interest are lower, because a larger supply of savings is available and 
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industries are already so well provided with equipment that its mar- 
ginal productivity is low. Therefore, investments in such places as 
South America or Africa yield more than similar investments in Eng- 
land or the United States. Higher rates generally prevail in our own 
western states than are found in the east. Investors hesitate to send 
their savings far away because of the real or fancied risk. Hence, the 
amount of equipment that is exported from the centers of accumula- 
tion to the more distant and less developed parts is not sufficient to 
equalize the rates of interest in the two regions. 

(2) Differences in the rates of both net and gross interest, within a 
given market, may be due to the lack of a perfect equilibrium in the 
demand for and supply of loans. Industries may be in such a state of 
continual change, the demand for various commodities shifting from 
one to another, and the conditions of production being subject to in- 
fluences which raise or lower costs, that the income yielded by given 
investments is subject to considerable fluctuations. Most equipment 
is of a more or less elaborate sort which cannot be created in an in- 
stant, and which, once constructed, cannot readily be done away with. 
Hence, the supply of equipment in each industry does not show a 
perfect response to changes in the demand, and differences in the rates 
of return on investments result. We shall consider some such cases 
more fully in a paragraph below. These differences are only tempo- 
rary, for, as we have just seen, if there is permanently a lower rate of 
yield in one industry than in another, there will be a shifting of invest- 
ment from the forrrier to the latter until the difference is wiped out. 
These temporary fluctuations in the return from investments are 
much like profits, which are very irregular in their nature. This will 
be made clear in the chapter on profits (Chapter XXIII). Much of 
what is said there about profits will apply to temporary variations in 
interest rates. 

(3) Finally, there may be differences in gross interest rates due to 
differences in the costs and risks of making loans. In such cases the 
pure return, or net interest, is equal; it is only the gross interest that 
shows differences. The most frequent source of differences of this sort 
is to be found in the varying degrees of risk attached to divers types of 
investment. This has already been commented upon. In general, it can 
be said that, the safer the investment, the lower the interest rate, and 
the greater the risk, the higher the rate. Old, well-established busi- 
nesses can usually obtain loans at lower rates than new and unfamiliar 
ones. Some businesses which are unattractive, and in which people 
hesitate to invest their savings because of the odium which attaches to 
them, may yield higher rates of interest than businesses which are in 
better repute. Investments in pawnbroking, disorderly houses, and 
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similar undertakings in the big cities, yield high returns for this reason. 

Temporary Fluctuations in the Return from Investments The 

proposition that there is a tendency towards equalization of the rates 
of net interest yielded by invested savings rests on the assumption tliat 
the supply of equipment is sufficiently mobile to permit of a ready 
shifting of investments from channels where the returns are low to 
those where the returns are high. It was pointed out, however, that 
certain temporary differences in the rates of yield may result from a 
lack of perfect mobility, due to the fact that investments once made 
in permanent form cannot be withdrawn, and that new investments 
in plant of an elaborate sort cannot be made quickly. The more 
quickly reproducible and the less durable a given kind of equipment 
is, the more likely is the rate of return on it to seek the common level. 
But where the equipment is but slowly reproducible and slowly worn 
out, it presents a case of temporary fixity of supply, and the income it 
will yield is for the time being at the mercy of the demand tor the 
particular kind of goods -for whose production it is adapted. If the de- 
mand for these goods is very great, so that they are yielding a price 
above their cost of production, part of this excess may be reflected in 
more than the normal returns to the savings invested in the industry. 
If the demand for the goods happens to be small, so that they are sell- 
ing for less than their cost of production, the incorne may be below 
that prevailing on other investments. These differences will continue 
either until more ol this kind of equipment can be produced, in the 
first case, or until that already established is worn out or converted to 
other uses, in the second case. 

For an illustration of the first sort: During the first World War there 
was a rapid increase in population in certain cities, particularly along 
the eastern seaboard of the LJnited States, due to the sudden develop- 
ment of shipbuilding, and other activities. There was a temporary 
shortage of houses to shelter the influx of new workers, with their 
families, and a shortage of shipyards to build the great number of new 
ships that were needed. New houses and shipyards capable of meeting 
the tremendous increase of demand could not be constructed quickly; 
existing housing facilities, and old shipyards in a position to go ahead 
immediately with ship construction, had great value, and yielded ab- 
normally high returns. 

For an illustration of the opposite sort, where returns are below 
normal, the shipyards are again a good example. When the war was 
over, the abnoinial demand for ships declined- But here were great 
quantities ol specialized equipment good tor but little else than ship 
construction. Having once been built, their form could not be 
changed, and they continued as part of the effective supply of ship- 
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building facilities, at a time when few such facilities were needed. 
Ship prices had fallen so low that some of these yards could not be 
operated profitably. The same thing can happen to consumers’ equip- 
ment. Dwelling houses in a declining town or district may yield low 
returns, or none at all, because the demand for them has fallen off. The 
value of their product has shrunk. The effective supply cannot be cur- 
tailed in correspondence with the declining demand, because of their 
permanent nature. The principles of fixed supply govern, and returns 
from such investments fall. 

In the long run, however, the supply of equipment can be adjusted 
to the demand for it, so that the returns from it tend to approach the 
normal rate. 

The Rent of Equipment- — The lending or leasing of a particular 
piece of equipment, such as a factory or a dwelling house, does not 
differ greatly in principle from the lending of a sum of money, ex- 
cept in one respect. When a man makes a money loan, he gets back 
his principal intact at the time when the loan matures, and there- 
fore he needs only to charge for the time and liquidity preference, 
risk, and administrative costs involved in doing without the use of 
the money and attending to the necessary formalities of the transfer; 
but when a landlord leases a building to a tenant, he will not receive 
back his principal intact at the end of the lease. There will be cer- 
tain wear and tear which results from the use of the building, neces- 
sitating certain expensive repairs on the part of the owner from time 
to time: and, in the course of years, in spite of such repairs, the 
building will become worthless, either through actual decay, or by 
becoming too antiquated for further use. The lender (landlord) will 
expect to be paid for this depreciation by the borrower (tenant). 
The price paid for the use of the building will include not only in- 
terest on its cost, but, in addition, a sum sufficient to keep it in 
repair and to replace it when it is entirely worn out. If the building 
will become entirely unfit for use at the end of one hundred years, 
one one-hundredth part of its cost will be included in its annual 
rental, in addition to the average amount of yeady repairs required 
to keep it in good condition during its life. The rent of equipment, 
therefore, as contrasted with its interest, includes six, instead of four, 
elements of cost: time preference, liquidity preference, compensa- 
tion for risk, administrative expenses, maintenance (repairs), and 
depreciation. 

C. The Role of Interest in the Economic Process 

The Balance Between Consumption, Nominal Saving, and Invest- 
ment. — We leaimed in Chapter XI that it is the function of interest 
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to preserve balance in the relations between consumption, nominal 
saving, and investment. If such a balance is not preserved, the con- 
tinuity of industry will be interrupted and a general depression may 
ensue. Now that we have a fuller understanding of interest, it will 
pay us to consider this problem further. 

Let us look for a moment at the vertical structure of industry. As 
we know, this consists ol the series of stages reaching from the cou' 
sinner back to those successively more remote in the time-chain of 
production. It is upon this suecession of processes that the smooth 
flow of products from industry to consumers depends. The structure 
is governed by the volume of investment. An increased amount of 
investment takes the form of more roundabout processes of produc- 
tion, so that the vertical structure is lengthened. A decreased amount 
of investment, on the other hand, means a shortening of the vertical 
structure. Therefore, the rate of interest controls the structure be- 
cause it controls the amount of investment. This works out as fol- 
lows: We know that, as the roundabout process is lengthened, the 
marginal productivity of equipment falls; this means that increasing 
amounts of savings can be utilized in industry only at progressively 
lower rates of interest. On the other hand, if the psychological theory 
of time preference is correct, an increasing volume of savings will 
be offered for investment only at progressively higher rates of inter- 
est. The normal, or equilibrium, rate is fixed at the point where 
these two influences meet, and this determines how long the round- 
about process shall be. Therefore, it fixes the vertical structure of 
industry. If, for any reason, the rate of interest should fall, the 
vertical structure would be lengthened; if the rate of interest should 
rise, the structure would be shortened. 

In equating the demand for savings with the supply of them, the 
rate of interest also tends to establish a harmonious relation between 
the volume of consumption and the volume of nominal saving. If 
the theory of time preference is correct, a high rate of interest tends 
to encourage saving and investment, a low rate of interest, to dis- 
courage it. Therefore, a low rate of interest tends to encourage con- 
sumption, and a high rate to restrict it. With a given rate of interest 
prevailing, income recipients tend to spend a certain proportion of 
their incomes, and to save the rest. If, at that rate of interest, business 
men can profitably utilize all the nominal savings offered, they will 
all be invested, and the relations between consumption, saving, a»id 
investment will be harmonious- However, if the volume of nominal 
savings is greater tlian enterprisers can effectively use in investment, 
the effective supply will presumably exceed the effective demand, 
and the rate of interest will fall. This decline in the rate will dis- 
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courage saving and encourage consumption, at the same time that 
it makes possible the profitable utilization of more savings in indus- 
try. (The roundabout process will be lengthened.) So, the effective 
demand for savings increases, and the effective supply decreases, until 
balance is restored. If, at the prevailing rate of interest, the effective 
demand is greater than the supply, the rate will rise, causing the 
effective demand to decrease (the roundabout process will he short- 
ened) and consumption to decline (in ore savings will be offered for 
investment), until the balance is restored. Thus, there is a rare of 
interest ivhich will keep consumption, saving, and invesirrient in 
equilibrium. This is the normal rate. 

In Chapter XI we found that these balanced relationships can be 
upset* by monetary factors. Therefore, it is important for us to ana- 
lyze the relations between money and interest. 

Interest and Money. — Although loans of investible funds are 
usually made in monetary terms, our analysis indicates that money is 
loaned and invested to be used in the purchase of goods, and that the 
price which is paid for the funds invested depends, therefore, on 
what the use of the goods is worth. Hence, the rate of interest does 
not depend primarily on the demand and supply of money per se, 
but, in the last analysis, on the demand of borrowers for the durable 
equipment in which savings are invested, and on the willingness of 
savers to give up the present enjoyment of the goods which the 
money saved would buy. Because of this, economists have generally 
held that, in the long run, the quantity of money has nothing to do 
with the rate of interest. 

This is at variance with popular thinking. Because the loans for 
which interest is paid are usually expressed in money terms, many 
people are likely to think of interest as primarily a monetary phe- 
nomenon. From this it is an easy step to the belief that the quantity 
of money has an important connection with the rate of interest. When 
borrowers have to pay high rates of interest, money is said to be 
scarce, or “tight."’ At such times there are always some persons who 
come forward with quack schemes for issuing cheap money (such as 
paper), thinking thereby to bring lower rates of interest. When in- 
terest rates are low, money is said to be plentiful, or “easy,” and the 
idea is current that there is an abundance of it in circulation. It is 
true that, for the time being, an increase or decrease in the circula- 
tiun of money will have marked ehet ts iipim the interest rate. This 
will be more fully developed in the following paragraph. But it 
seems clear that, in the long run, the rate of interest does not depend 
on this factor. This can be demonstrated by the following line of 
reasoning: Suppose the circulation of money (MV in the equation 
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of exchange) were doubled. Other things being equal, this would 
tend to double prices eventually. Then a business man, needing a 
certain supply of equipment, would have to borrow twice as much 
money in order to pay for it. Rising prices would have increased the 
demand for loans of money in the same proportion as the increase in 
the supply of it. So, after all adjustments were completed, the rate of 
interest would be the same as before. Similarly, a decreased circula- 
tion of money would tend to lower prices, reduce the demand for 
money loans correspondingly, and leave the rate of interest where it 
was in the beginning. These are the long-run effects. 

In the short run, however, a change in the circulation of money 
will cause changes in interest, because it does not affect the loan 
market and the prices of commodities simultaneously, nor does it 
react upon all prices at once, and to the same degree. For instance, 
an increased supply of money is likely first to find its way into the 
bank reserves, making available more loanable funds, which would 
induce the banks to encourage borrowing. The bank rate of interest 
would fall, and this might even be reflected in a reduction of the 
rate on long-time investments. After the money had got into cir- 
culation, however, so that it had time to affect prices generally, the 
demand for loan money would increase sufficiently to bring the rate 
up to where it had been before, in accordance with the principle 
just explained. Indeed, for a time it would even rise above its orig- 
inal figure. For we know that the rising prices occasioned by the 
increase in money would increase the profits of business men, stim- 
ulating them to increased borrowings and thereby bringing about 
that general rise in the rate of interest that usually accompanies the 
expansion phase of the business cycle. In time, however, as the prices 
of all things became adjusted to the new level, profits would no 
longer be increasing, and the demand for loans, relative to the sup- 
ply of loanable funds, would be no greater nor less than before. It 
appears, then, that while, temporarily, an increase in the supply of 
money tends first to lower interest, then to raise it; in the long run 
it leaves it undisturbed. Similarly, a decrease in the quantity of 
money might tend at first to raise interest rates, by causing a con- 
traction of bank reserves, then to lower them, by its adverse effec ts 
on business profits; but in the long run, it would effect no permanent 
change. 

The thought embodied in the above paragraph can be summed up 
by putting it in a slightly different way. Given time for an adjust- 
rhent to be worked out, it does not make any difference in the rate of 
interest paid for loans whether the amount of money in circulation 
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is abundant or scarce; for all prices will be adjusted to the amount 
of money then circulating, and both the demand for and supply of 
savings will be reflected in terms of that level. But a change in the 
level, caused by an increasing or decreasing flow of money, will affect 
interest rates during the period of transition, until the new level is 
fully established throughout the entire price system. Hence, the 
circulation of money is an important factor in determining the fluc- 
tuations of market rates of interest about their normals. 

The Bank Rate of Interest and the Business Cycle. — The devia- 
tions of interest rates arising from this cause may seriously disturb 
the functioning of interest in its work of balancing consumption, 
saving, and investment. These disturbing effects are aggravated by 
the fact that short-time rates of interest are determined in large 
measure by banking policy. While the banks are not immune to the 
general influences which determine the normal rate of interest, they 
are particularly sensitive to the volume of money in their reserves. 
In the chapter on The Banking System, it was shown that banks are 
not dependent for their loans on the volume of nominal savings vol- 
untarily placed in their hands by depositors; they have the capacity 
to supply funds in the form of deposits which are created by the 
banking system in its process of lending. Temporarily, this destroys 
the connection between nominal savings and investment. The vol- 
ume of loans so created depends chiefly on the demand of enter- 
prisers, in relation to the size of the banks’ reserves. The reserves, 
in turn, are peculiarly sensitive to changes in the volume of money. 
As a result, monetary changes strongly influence the bank rate of 
interest. When the reserves are large in relation to enterprisers’ de- 
mand, the banks depress their rate of interest below the normal, or 
equilibrium, rate. This means that enterprisers can borrow at a 
cost which, is below the expected marginal productivity of the equip- 
ment which they intend to purchase with the funds borrowed. 
This makes borrowing look profitable. Hence, bank loans expand, 
and the volume of investment exceeds the volume of voluntary sav- 
ing. Later, -when this process of expanding loans has reached the 
point where the ratio of reserves to deposits has become dangerously 
low, the banks reverse their policy. They now raise the rate of in- 
terest above the normal. This means that enterprisers must now pay 
for loans a rate in excess of the marginal productivity of equipment. 
Borrowing no longer looks profitable. Hence, the demand for loans 
falls off, and deposits shrink. So, as a result of a bank rate of interest 
which fluctuates now above, and now below, the normal rate, the 
volume of investment is thrown out of balance with the volume of 
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voluntary saving, and the balancing functioning of the interest rate 
is destroyed. In Chapters XI and XII we found this to be an important 
cause of business cycles. 

Here is a type of deviation from normal prices which is due to the 
peculiarities of our banking institutions. There is probably no paral- 
lel to it in the fluctuation of commodity prices about their normals. 
Notwithstanding it, there is some connection between the bank rate 
of interest and the normal rate. This is due to the fact that, although 
bank loans are nominally made for short periods, there is a certain 
amount of shifting of funds between the short- and long-time mar- 
kets. In the long-time market, the influences which determine nor- 
mal rates of interest are more controlling. If the bank rate is loo 
low in relation to the normal rate, some bank funds will find their 
way into long-time investments. (In the other hand, il tlie bank rate 
is too higli in relation to the normal, money may he withdrawn 
from the long-time markets in order to take advantage ol the short- 
time rates. This tends to bring the rate down to closer correspondence 
with the normal. Hence, we may conclude that deviations of the 
bank rate from the normal tend to correct themselves in time. Mean- 
while, however, the deviations may be great enough to cause a 
marked disturbance of the balance of industry. 

Keynes’ Theory of Employment Once More. — In Chapter XI we 
also discussed the interesting theory of the British economist, Keynes, 
concerning the relation of the interest rate to the total volume of 
employment in society. We are in a better position to understand 
this theory, now that we have analyzed the forces whic h determine 
the rate ot interest. Keynes believes that the volume ol nominal 
saving, instead of adjusting itself to the demand so as to preserve a 
balance, tends in progressive communities to become so laige that 
the effective supply chronically exceeds the effective deryiand. This 
is because, in his view, nominal saving depends mainly on income, 
and is not sufficiently responsive to the rate of interest. If the level 
of income in the community is very large, the volume of nominal 
saving will be correspondingly great; but. because of the declin- 
ing marginal productivity of equipment whirls is tlie result ol in- 
creasing investment, so large a cpiantity of savings cannot be invested 
profitably except at a very low rate of interest. The c ost and risk of 
lending, coupled with obscure psychological influences which tend 
to keep up the rate of interest, will not permit the rate of grcxss in- 
terest to fall low enough for these savings to be absorbed into iincst- 
ment. Hence, the effective demand for investible funds falls sliort 
of tfie supply. 

The drawing of Figure 56 perhaps represents Keynes’ views. Here 
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the line SS represents the schedule of supply for investible funds. Its 
nature is such that none will be oflEered for investment at less than 3 
per cent (Keynes reasons that the minimum supply-price cannot be 
much below this figure, or perhaps 2^4 per cent); but a large amount 
(here assumed to be 7 mil- 
lions, for purposes of illustra- 
tion) will be offered if the rate 
is 3 per cent, and more if it 
is higher. The schedule of de- 
mand, based on the marginal 
productivity of equipment, is 
represented by DD. It is such 
that no more than 5 million 
dollars of funds can find their 
way into investment at the 
rate of 3 per cent. Since inter- 
est can fall no lower, the 
unabsorbed nominal savings 
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Figure 56. Keynes’ Theory. 


(amounting to 2 millions) must either be hoarded, in the form of cash, 
or destroyed in the process of liquidating bank, loans. In either case, 
the level of prices will fall, causing a business depression. This goes 
on until business activity has been so reduced that the supply curve 
shifts to the position SS', and the effective supply of savings falls to 5 
millions. Then demand and supply will be in equilibrium, and 
no further shrinkage of business activity need take place. However, 
the equilibrium so reached is one in which the resources of the 
community are not fully employed. There is unemployment of both 
labor and capital. The conclusion to be reached from this analysis 
is that a high level of prosperity cannot be sustained unless the 
surplus funds which private industry cannot profitably absorb are 
taken up by government loans and utilized in a program of public 
spending. 

The controversial nature of this theory, and the reasons for hesi- 
tancy in accepting it, were set forth in Chapter XI. It rests on ihe 
questionable assumptions, (1) that the opportunities for investment 
are so limited that the marginal productivity of equipment is below 
the minimum rate of interest, and (2) that the volume of savings is 
not suIIk lentlv lesponsive to the rate ot interest. 

Discounting and Capitalization.- — By means of tfie rate of in- 
terest, it is possible to ascertain the present value of any future sum 
of money, or its equivalent in goods. We know that, if tlie rate of 


2 An excellent discussion of this topic, to which 1 am inde!>ted, is contained in Chap 
ter 6 of Irving Fisher’s Elementary Principles of Economics (1910). 
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interest is given, at, say, 5 per cent, a sum of $1,000 invested today 
will yield $1,050 a year from now. Looking at this relationship the 
other way round, it appears that a sum of $1,050 a year hence is 
equivalent to $1,000 now. Therefore, when the rate of interest is 5 
per cent, we can translate any sum a year in the future into terms 
of its present value by dividing it by 1.05. On this reckoning, a sum 

of $1,000 due one year from now is' worth — > or approximately 

$952. If the rate of interest is 4 per cent, we divide by 1.04; if it is 
6 per cent, by 1.06, etc. 

When a sum of money is due two years in the future, its present 
value can be calculated in a somewhat similar fashion. If we invest 
$1-00 at 5 per cent today, it will be worth $1.05 in one year; then 
if this is reinvested at 5 per cent, it will have grown to $1.1025 at 
the end of another year. This is equivalent to $1.00 X (105) ^ Re- 
versing this relationship, $1.1025 years in the future will be 

worth today , or $1.00. By this calculation, given an interest 
(1.05)* 

rate of 5 per cent, the present value of any sum of money two years 
from now can be found by dividing by (105) If the rate of interest 
is 4 per cent, we divide by (1.04) if 6 per cent, by (1.06) -, etc. By a 
similar line of reasoning, it can be shown that, given an interest rate 
of 5 per cent, the present value of any sum due three years hence 
could be found by dividing by (1-05) Four years hence by dividing 
by (1 .05) and so on. Calculations based on other interest rates would 
follow the same general principles. 

This process of determining the present value of future sums by 
means of the rate of interest is known as discounting. Discounting 
makes it possible, given the rate of interest, to ascertain the present 
worth of any future sum no matter how far distant it may be in 
time. This has important applications in business. For instance, 


suppose one owns a $1,000 bond, the principal of which is payalile 
seven years from now, and bearing 5 per cent interest in the mean- 
time. The holder of this bond will receive $50 yearly for seven years, 
and $1,000 at the end of that time. By discounting this series of 
future payments at the prevailing rate of interest (which may be 
different from the interest stipulated in the bond), he can calcul.ue 
what that bond is worth today. Investment bankers have tables which 


enable them to make these calculations quickly. 

We are now in a position to understand more fully the nature of 
capitalization, which was briefly described in Chapter 11 . It follows 
from the above that the present value of any piece of capital will 
depend upon the income which it is expected to yield in the future. 
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its probable life, and the rate of interest. Capitalization consists of 
this derivation of capital values from future income yields, through 
discounting. The income is said to be capitalized, at the current rate 
of interest. 

Now suppose that we have a piece of very durable capital, such 
as a plot of land, which lasts indefinitely, and offers the prospect of a 
continuous sti'eam of income extending far into the future. The 
discounted present value of these future increments of income will 
represent an infinite mathematical series, whose aggregate value in- 
creases by progressively smaller amounts. The increments of income 
anticipated in the far distant future are discounted by so much that 
their present values approach zero as a limit, so that the series, al- 
though infinite, has a finite value. It can be demonstrated that this 
value is expressed by the formula: V = X I, where V is the capi- 
tal value, r the rate of interest, and I the annual income. To illus- 
trate, if the income yielded by our piece of land is $50 yearly, and 
the rate of interest is 5 per cent, the present value of the land (V) 

will be^^ X $50, or $1,000. This is only common sense, for, if the 
rate of interest is 5 per cent, a stream of income is , or 34 o» of the 
value of the capital which yields it; therefore the capital value must 
bed^, or 20 times, the amount of the income. Similarly, if the rate 
of interest is 4 per cent, the capitalized value of a stream of income 
will be-^, or 25 times, the amount of the income. Capital values 

can be similarly derived from any stream of income extending in- 
definitely into the future, when the rate of interest is known. 

The Income and Capital Value of Old Equipment. — We have 
seen that the rate of interest is determined, on the demand side, by 
comparing the yield (marginal product) of equipment with the sums 
invested therein. Here the initial capital sum with which the yield is 
compared consists of the cost of constructing the equipment in ques- 
tion. For instance, suppose that a factory, with a long prospective 
life, is to be constructed at a cost of $100,000, and that it is expected 
to yield a net income, over the costs of operation, amounting to 
$5,000. Then the expected yield is 5 per cent of the investment, and 
the proprietors can afford to bid 5 per cent for the funds needed to 
finance its construction. It is such calculations as these which deter- 
mine the schedule of demand for savings, and it is upon this schedule 
of demand, taken in conjunction with the supply, that the rate of 
interest will depend in the long run. When the factory has once been 
built, the yield may be more or less than was anticipated. Suppose, 
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for instance, that the yield is only $4,000. Then, if the prevailing rate 
of interest is 5 per cent, the value of the factory will fall below its 
original cost of construction. For, according to the principles of the 
preceding section, its value will now depend upon its actual yield, 
capitalized at the current rate of interest. $^,000 capitalized at 5 per 
cent is only $80,000, and that is all that the factory will be worth. 
Had the earnings of the factory been greater than was expected — say 
$6,000 — the factory would be worth more than its cost, for $6,000. 
capitalized at 5 per cent, is $120,000. A change in the prevailing rate 
of interest will affect these values. For instance, if the factory earns 
$4,000, and the rate of interest falls to 3 per cent, the capitalized 
value will be 33% X $4,000, or $133,333. If interest rises to 6 per 
cent, the capitalized value will be only 16% X $4,000, which is 
$66,667. see then, that a fall in the rate of interest raises capital 
values and a rise in the rate reduces them. 

It follows that the value of equipment, once it has corne into ex- 
istence, is determined, nor by what it cost to produce it, but by 
capitalizing its yield at the current rate of interest. This is applica- 
ble not only to equipment, but to all kinds of wealth. In the next 
chapter we shall find that it is particularly important as applied to 
land. 


Summary 

The use of durable capital commands a price which depends upon 
the value of the income which can be derived from it. If this price 
is thought ol as a lump sum, paid for the use of the physical item 
of capital, it is called rent; but if it is construed as a percentage of 
the value embodied in the capital, it is called interest. In analyzing 
the income from capital, it is necessary to separate equipment from 
land, bec:ause the supply of the former depends upon saving and 
investment, while the latter is supplied gratis by nature, and its 
supply is practically fixed. 

The rate of interest depends upon the demand for and supply of 
funds made available for investment by saving. The demand (or 
these funds comes partly from consumers, but chiefly from enter- 
prisers. Consumers’ demand depends upon the urgency of their de- 
sire for immediate possession of goods whose purchase they cannot 
finance out of their own resources. Enterprisers’ demand depends 
upon the marginal productivity ‘of the equipment which borrowed 
funds enable them to create. The supply of inv^estible funds de- 
pends upon the following factors: time preference, li<|uidity prefer- 
ence, costs of lending, and risk of lending. According to the time 
preference theory, people prefer present to future goods; hence, the 
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amounts they will save depend upon the rate of interest obtainable, 
so that savings have a supply-price, which rises as the amount of 
savings called for on the market increases. Some economists dispute 
this theory, believing that the supply of savings is independent of the 
rate of interest. Since savers have the option of holding tlieir surplus 
funds in cash, they will not be offered for investment unless the rate 
of interest is sufficient to overcome their liquidity preference. Tlie 
rate must also be high enough to compensate investors for the cost 
and risk of investing their funds. 

By setting the schedule of demand for investible funds against the 
schedule of supply, based on the above principles, an equilibrium 
rate is established at the point where the effective demand and the 
effective supply are equal. This is the normal rate of interest- The 
gross rate covers all four of the supply factors above mentioned; net, 
or pure, interest consists of that part of the gross rate which is com- 
pensation for time and liquidity preference. 

Investment in different branches of industry can be changed by 
the wearing out of old equipment and by the directing of new funds 
into the most profitable channels. As a result of this mobility, there 
is a tendency towards equal rates of net interest throughout the in- 
vestment market; but gross rates will differ from one industry to 
another, and from market to market, because of differences in the 
costs and risks of lending. Since changes in investment from industry 
to industry take time, there may be considerable deviations from 
the normal rate over short periods. The rent of equipment includes 
a charge for maintenance and depreciation, in addition to interest 
on the invested funds. 

The rate of interest regulates the vertical structure of production, 
and determines the balance between consumption, nominal saving, 
and investment, by its effects on the supply of, and demand for, sav- 
ings. This balancing function can be interfered with by the monetary 
policy of banks; for, although the rate of interest in the long run is 
independent of the size of the monetary circulation, a change in the 
latter will affect interest rates temporarily. The bank rate of interest 
is governed by the ratio of bank reserves to deposits, rather than by 
the supply of and demand for savings: hence, when bank reserves are 
large, banks depress their rate of interest below the equilibrium 
level, and thereby stimulate over-investment. Later, when reserves 
get low, they raise their rate of interest above the equilibrium level, 
and thereby retard inv^estment. These influences obstruct the func- 
tioning of the interest rate, and contribute to cyclical movements of 
business activity. 

According to Keynes’ theory, the supply of savings in prosperous 
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countries is so great that it could not all be invested in industry, 
except at a very low rate of interest; but, since the rate of interest 
is prevented from falling to this low level, not all the savings can be 
absorbed into industry. Hence, some of them are hoarded or liqui- 
dated, and the volume of business activity and employment is thereby 
reduced. 

The present value of any future sum of money can be ascertained 
by discounting it at the current rate of interest. In a similar way, the 
present value of capital can be ascertained by capitalizing its yield. 
The value of old capital, once created, is determined in this way, 
and may deviate from its original cost of production. 


REFERENCES AND SUGGESTIONS FOR FURTHER READING 

The theory of interest most generally held by contemporary econo- 
mists is a synthesis of the psychological and productivity approaches. 
The psychological theory has been most fully elaborated by Irving Fisher 
in his The Theory of Interest (1930). A briefer statement of his views 
is contained in Chapters 19 to 22, inclusive, of his Elementary Prmciples 
of Economics (1910). Both the productivity and psychological aspects of 
the problem are painstakingly developed in Books V, VI, and Vll of 
E. von Bohm-Bawerk’s Positive Theory of Capital (English translation, 
1923), which, while somewhat labored, has greatly influenced thinking 
on this subject. Two well-balanced, brief summaries of traditional in- 
terest theory are to be found in Chapters 3 and 4 of H. G. Brown’s 
Economic Science and the Common Welfare (1923), and in Chapter 6 of 
T. N. Carver’s The Distribution of Wealth (1904). 

A monetary approach, which introduces a new note into interest 
theory, is offered by J. M. Keynes in Book IV ol his The General Theory 
of Employment, Interest and Money (i93f>). I am indebted to this work 
for the concept of liquidity preference, but have not followed Keynes’ 
theory in its more general aspects, in which it seems to me to be one- 
sided and incomplete. 

Gustav Cassel, in his The Nature and Necessity of Interest (London, 
1903) emphasizes the elasticity of demand for savings, and the factors 
which prevent the rate of interest from falling to zero. H. D. Hender- 
son, in Chapter 8 of his Supply and Demand (1922), develops especially 
the element of involuntary saving. 



Chapter XXII 


THE INCOME FROM LAND 


The Demand for and Supply of Land. — A price is paid for the 
use of land for the same reason that a price is paid tor any other 
productive agent — it has certain useful productive qualities, and it 
is scarce. Like other kinds of capital, it is sometimes used tor con- 
sumption, as when a rich man maintains a game preserve for tiis 
hunting or a beautiful lawn to adorn his home. For the most part, 
however, it is used for production; we may, then, focus our attention 
upon its productive aspect. The money income that a landowner re- 
ceives, whether he rents the land to a tenant or uses it himselt, de- 
pends on the value of the services of the land. Land possesses fertil- 
ity, by virtue of which crops can be grown upon it; it often contains 
mineral deposits or other valuable materials; and it affords a solid 
basis upon which to erect buildings, railroads, and the like. It is upon 
the importance of these qualities to producers that the demand for i he 
use of land depends. This demand is derived from the demand lor the 
products to which the land contributes. If it is to be used for lavm- 
ing, the farmers’ demand for it will depend upon what they <an get 
for their cereals, vegetables, or fruits. If it is to be used for railroacis, 
the demand will depend upon wliat prices the railroads can charge 
for their services of transportation. In all such cases, the importance 
of the land’s contribution to the product follows the same general 
principle of marginal productivity which, as we have seen, deter- 
mines the demand for productive agents generally. In the case of 
land which is used at remote stages of production, the marginal prod- 
uct will be discounted for the time that must elapse before its prod- 
uct emerges in consumable form, the same as we found to be the case 
with wages. So far, we encounter no new principle. 

When we come to consider the supply of land, we find certain 
peculiarities. The outstanding fact is that the cpiantitv ol land is 
practically fixed. In this it differs from the supply ol equipment, and 
it is on that account that we must deal with it separately. If the de- 
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mand for equipment increases, the higher price then offered for its 
use will presumably stimulate an increase in saving and investment, 
so that the effective supply of equipment will increase, thus check- 
ing the rise in price. If the demand for equipment decreases, the 
price offered for its use will fall, saving and investment will presum- 
ably be discouraged, and the effective supply will shrink, thereby 
checking the fall in price. Not so with land. Since it cannot be sub- 
stantially increased or decreased in amount, the quantity of it offered 
for use wdll not respond to changes in the demand. If the demand 
increases, there will be no tendency for the supply of land to increase; 
hence there is nothing to check a permanent rise in its price from 
taking place; if the demand is great enough, the price can soar to 
very great heights. On the other hand, if the demand for land de- 
creases, the supply of it will not fall off, and there is nothing to check 
a permanent decline in its price. Xhis may drop to a very low figure 
— even to the point where the land becomes worthless.^ 

Xhe supply of land differs from that of equipment in a .second re- 
spect. We learned in the last chapter that the return from equip- 
ment tends to a uniform rate of net interest on tlie costs of its pro- 
duction, because the fund of savings is mobile — it can be turned into 
this kind of equipment or that, as the demand for the products indi- 
cates. So, although the yield of particular equipments may differ for 
short periods of time, there is a long-run tendency towards uniform- 
ity. T^'here is no such tendency in the case of land. Land has no cost 
of production, and different pieces of land have permanently dif- 
ferent characteristics. Some are suited to one crop, some to another; 
some contain mineral deposits, others do not; some are advanta- 
geously situated, others are badly located. Because there is no mobile 
replacement fund or recurring supply of land which can take any 
desired form, permanent differences in the yield of different plots 
of it arise. F-ach kind of land, and each piece, has its own value, which 
differs Irom the others. 

However, there is some mobility of land in respect to its different 
uses, because of the fact tliat, more often than not. there are several 
possible employments open to the prospective user of a given piece 
of land. I'he case of land that may be used to grow either cotton or 
peanuts was cited in a previous chapter, and there are hundreds of 
other examples. In the city there may be a choice between residen- 

1 Ol couise. a panuulai nation may inciease its supply l>y comjuesi, hiu the suoplv 
will not lespoml naturally to economic need toi it in the way that that of equipment ai»a 
most coinmotliiu-s does. A mere rise in the pi ice will not cau.se more of it to come into 
hemji Also, the supply actually in u.se may be decieased by the abandonment of .some 
of It; but this does not letluce the amount of land actually available, in the way that the 
supply ol et|mpnieni and of most commodities is reduced (by not I>eing produced), when 
theii piice lalls. 1 he land undei such citcutnstances does not become more scarce. 
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tial, manufacturinsj, and mercantile use; near the city, between dairy 
farming and truck gardening; in the country, between cereal crops 
and pasture; and so on. An increase in the demand for one product 
in such cases may cause land to be withdrawn from its other uses and 
devoted to meeting such an increase. So, the adjustment of the total 
supply of land among all its possible uses is variable, and the amount 
employed for any one purpose can and will increase or decrease in 
response to the demand for it, Xherefore, while recognizing the fix- 
ity of the supply of land as a whole, our analysis must give due con- 
sideration to this variability of the supply of land for any particular 
use. It will be found that the mobility of land in this respect is not 
sufficient to prevent important permanent differences in the returns 
obtainable from different plots. 

Factors Determining the Rent of a Piece of Land. — With these 
general principles as a basis, it is now possible to describe what de- 
termines the price paid for the use of any piece of land. For the 
present, it will be convenient to think of that income as a rent per 
acre. Later we shall see how this rent may be regarded as interest. 

According to the principles already set forth, the rent that will be 
paid for a piece of land will depend upon the following factors: 

(1) the particular product (or products) to which the land is suited; 

(2) its excellence (fertility, location, etc.) for that particular product; 

(3) the scarcity of that kind of land; (4) the demand for the product, as 
transmitted to the land according to the principle of marginal pro- 
ductivity. Let us see how these factors cooperate to establish prices 
for the use of various kinds of land. 

Land Rent as Determined by Marginal Productivity. — We may 
begin with a very simple illustration, in which we suppose that a 
farmer has several men, equipped with the necessary agricultural 
implements, working on a single acre of land of a certain kind. Be- 
cause the land area is so small in proportion to the number of men 
employed, the working combination is not a very efficient one — the 
full working capacity of the men cannot be utilized very effectively. 
Xherefore, it would be desirable for the farmer to acquire more 
land. How much would the use of additional land be worth to him? 
According to the reasoning developed in previous chapters, its value 
would depend on what it could add to the product. Successive addi- 
tions of land will bring into play the principle of diminishing pro- 
ductivity. Here, then, are the elements of the problem. 

We can visualize the situation by referring to Figure 57. Here we 
suppose the product obtained when only one acre of land is used to 
be 30 bushels, represented by the height of the first column at the 
left of the drawing. Xhe addition of a second acre (of land of ex- 
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actly the same kind as the first) is assumed to result in an addition to 
product greater than that obtained on the first acre, because the 
more efficient combination of agents results in increasing marginal 
productivity- Accordingly, the second column is higher than the first, 
denoting a marginal product of 35 bushels. If the price of the product 
is supposed to be $1 per bushel, this second acre would be worth 
$35 to the farmer. After two acres are in use, we suppose -the point 
of diminishing productivity to have been reached. Xherefore, if a 
third acre of the same kind of land be now added (using the same 
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Figure 57. Land Rent Determined by Marginal Productivity. 

men and tools as previously), the extra increment of product will be 
less than before. Hence, a third acre would not be as valuable to the 
farmer. In the drawing, the increment of product from this third 
acre, as shown by the third column, is 30 bushels; so that it would 
be worth $30. From now on, each additional acre of land adds a 
progressively smaller amount to the product; therefore, the addi- 
tional columns are drawn progressively lower, like a flight of steps. 
These steps, representing the successive additions to product which 
can be obtained by employing more and more land, measure the 
worth of each additional acre to the farmer. It will pay him to rent 
more land, just so long as he can get it for a price that will not ex- 
ceed the extra product which its use will make possible. Continuing 
the assumption that each bushel is worth one dollar, he will rent 5 
acres if the rent is $20, 6 acres if the rent is $15, 7 acres if the rent 
is Sio, and 8 acres if the rent is $5. That is his schedule of demand. 

If we add together the similar demand schedules of all the users 
(actual or potential) of that particular kind of land, we will have the 
schedule of demand for the total market. This will give us a demand 
curve like that shown in the second half of the drawing. Now, if the 
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total amount of this kind of land is 500,000 acres, it will rent for 
$10 per acre. It is a simple case of fixed supply. Since the land costs 
nothing to produce, it has no supply-price, and must be rented for 
whatever it will bring. Its value is determined by the marginal de- 
mand-price, which, in this case, is based on the value of its marginal 
product. 

While this gives us an insight into the principles on which the 
rent of land depends, it is not a full explanation, for it does not take 
account of the differenc'es between various kinds of land, and of the 
relations between them. TTherefore, let us look at the problem in a 
broader way, in order to get at this aspect of the problem. 

Utilization of the Various Classes of Land. — It may be assumed 
that the available labor and savings of any community will tend to 
be employed in the most productive manner possible — meaning, by 
most productive, that manner which yields products of greatest value. 
'The most valuable products can be obtained by applying labor and 
saving to those lands which are scarcest, in relation to the demands 
for the goods which can be produced upon them. Xhose lands 
which are suitable for building sites in the hearts of our great cities 
are of this sort. Below them are lands capable of yielding products 
of only slightly less value, such as city residence and manufacturing 
sites. Below this follow many other kinds of land, whose products are 
of continually decreasing value, such as lands used for truck farm- 
ing, those devoted to the various staple crops, such as wdieat. corn, 
and other cereals, cotton, tobacco, sugar, etc., and finally those suit- 
able only for grazing. These various lands might be classed into 
almost any number of grades, but we shall think of them as divided 
altogether into five, which we shall call Classes A, B, C, D, and E. We 
then have a simplified picture of all the land in the community di- 
vided into five groups, ranging from those whose products are of 
greatest value (Class A) to those whose products are of least value 
(Class E). There may be yet other lands, too poor to be cultivated at 
all, which we call waste lands. For the present we exclude mineral 
lands from the discussion, but we will give due consideration to them 
later. Not all of the lands within each class are of equal quality; they 
differ among themselves in their suitability for their particular prod- 
ucts, some being of great excellence, others poorer, due to their dif- 
fering advantages of fertility, location, and other qualities. 

The successive gradation of lands is represented by Figure 58. In 
this drawing, the area included within the lines represents the entire 
product of industry, expressed in tei'ms of its monetary value, and 
the part of that value produced on the lands of each class is indicated 
by the five divisions. The height of the columns expresses the value 
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Figure 58. The Utilization ot the Various Grades of Land. 


of the products produced on the lands in question, showing that on 
the best A lands the value-product is greatest, falling gradually as we 
come to the poorer A lands, and so on throughout the entire land 
area in use. Let us now see how the available labor and ecpiipnieiit 
of the community can be utilized most productively on these lands. 

Since the products of greatest value, in proportion to the labor 
and saving employed, are to be obtained on the A lands, as much 
as possible of the labor and equipment will be employed on them. 
However, the application of more than a certain amount of these 


productive agents on each acre of the A lands will bring into opera- 
tion the principle of diminishing productivity. Consequently, any 
further amount of labor and equipin.ent applied to them will yield 
smaller increases in physical product, and correspondingly less value- 



product. In view of this tact, the remaining labor 
and saving of the community can only be em- 
ployed in one ol two ways: either the best lands 
must be utilized more intensively, past the point 
of diminishing productivity., or poorer lands must 
be used. 

The situation is represented in Figure 59. We 
here suppose that labor and saving are applied to 
each acre of the lands in successive inputs. It is as- 


Figiire 59. 
Diminishing Re- 
turns in the Utili- 
zation of Land. 


sinned that one input employed on the C^lass A 
lands yields a product worth $50, and tliat from 
then on diminishing returns begin, so that a sec- 
ond input yields a smaller product, which (at the 
same price as before) is worth only $40. As an 


alternative, labor and savings might be transTerred to lands of the next 


lower grade; but, since these lands are poorer, there vvou Id be a similar 
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decrease in the value yield, so that the alternative is no better. Ob- 
serve that, in the drawing, the first input on B lands is represented as 
yielding the same output ($40) as the second input on the A lands. 

From this it appears that, in order to utilize all the labor and sav'- 
ings in a community, it will be necessary to employ some land that 
is not of the most productive kind, and to carry the use of land be- 
yond the point of diminishing productivity. In bringing successively 
poorer grades of land into use, it will be found profitable to devote 
them to different products. Assuming that the A lands are used for 
business sites, it is probable that the B lands would not be suitably 
located for this purpose, but that they might be made to yield a 
product of good value as residence sites. But not all of the labor 
and savings can be employed in these two ways. In order to dispose 
of the rest, either both A and B lands must be utilized still more in- 



Figure 60. The Value Products of all Grades of Land. 


tensively, involving a further tendency to diminishing productivity, 
or land of still less valuable kinds must be brought into use. Each 
will be devoted to the product that yields the greatest value, until 
all the labor and savings are employed as productively as can be. 
This will not usually require the cultivation of all the land. Gener- 
ally, all the available labor and savings can be employed without 
having recourse to the most barren and inaccessible soils; the latter, 
therefore, will lie idle, constituting the waste land to which reference 
has been made, fust how far cultivation will be extended to poor 
soils, and what proportion of the land will be permitted to lie idle, 
will depend upon the size of the laboring population and the amount 
of savings to be employed, in relation to the land area at the disposal 
of the community. In a populous country, all but the very poorest 
soils will be used, and the best ones will be cultivated very intensively. 

We may picture the entire production, when all the labor and 
savings are employed, by the drawing in Figure 60. On the A lands, 
which are the most productive, five inputs of labor and savings are 
represented as being employed, the successive increments of value 
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product resulting therefrom being measured by the five blocks of 
decreasing size. On the B lands, it does not pay to push the utilization 
quite so far; therefore, only four inputs of agents are used. On the 
C, D. and E lands, the inputs are three, two, and one, respectively, 
and the products are correspondingly less. In each case, the total 
area of the blocks represents the total value product obtained. On 
the A lands, this product is 150 (50 -f- 40 + 30 -j- 20 -j- 10 = 150); 
on the B lands it is 100; on the C lands, 60, and so on. The meaning 
of the shaded areas will be made clear in a later paragraph. 

The Margins of Cultivation. — The poorest land in use is com- 
monly known in economics as marginal land. It is also called the ex- 
tensive margin of cultivation , because it marks the outer fringe be- 
yond which land is not utilized. In Figure 60 the extensive margin is 
found on the Class E lands. If there were less labor and saving to 
be employed, this margin would be found on lands of better grade, 
and the E lands would be waste lands; if there were more labor and 
saving, the extensive margin would be pushed outward to still poorer 
soils. Marginal lands are also referred to as no-rent lands, because no 
price can be obtained by their owners for their use. Just why no 
price can be obtained will be explained below. 

On each of the lands above the extensive margin there is some 
intensive utilization. Intensive utilization takes place on them be- 
cause, in each case, just as great a value-product can be obtained by 
applying more labor and saving to the higher grade lands as by 
carrying cultivation extensively to poorer grade lands. Hence, both 
processes go on side by side, with declining value-productivity re- 
sulting. So, when the extensive margin of cultivation is reached, 
there is also reached on the better lands an intensixje margin, which 
may be defined as that point in the utilization of any piece of land 
luhere the Least productive unit of labor and saving is applied. In 
Figure 60 it is represented by the last block on each grade of land 
above the poorest E lands. The value-product yielded by the labor 
and saving applied at the intensive margin in each case tends to equal 
that of those applied to the extensive margin. If it were not so, labor 
and savings would be diverted from the less productive to the more 
productive margins, until their yields at the different points were 
brought to equality; for the owners of those agents seek the most 
profitable available use for them. Hence the product at each of ihe 
margins in the diagram is shown as having the same value (^10). 

Why Marginal Land is No-Rent Land. — The product obtained 
at the margins of cultivation is the marginal product of the com- 
bined labor and saving employed in production. By definition, the 
marginal product of these agents must be the amount of product 
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depending upon the use in production of a single unit of them. If 
any enterpriser were to sacrifice a unit of labor and savings, the 
product he would lose would be only that product which such a 
unit produces at either the intensive or the extensive margins. For, 
with his remaining units, he could go on getting the superior prod- 
uct which all units above the margin yield. A glance at Figure 60 
will reveal that the amount of product depending on a single unit 
of labor and savings on any of the lands there shown would be worth 
$10; that is the product at the margins of cultivation. In arriving at 
the concept of the margins of cultivation, therefore, we have simply 
reached, by a different route, the same idea of marginal productivity 
formerly encountered. 

We can now understand why land at the extensive margin yields 
no rent to its owner. It has already been shown that the price paid 
for an agent of production will be equal to the value of its marginal 
product. Therefore, the entire value of the product at the margins 
of cultivation will be paid to those wdio furnish the labor and sav- 
ings employed there. Since, in our illustration, labor and savings at 
the margin yield products to the value of $10, a unit of these agents 
combined will be worth $10, and the landowner will get none of this. 

While the student is now familiar with the principle that the 
owner of an agent of production is paid for its use the full value of 
its marginal product, it may seem strange that the poorest land in 
cultivation yields no rent. The reason for this may be made clearer 
by a somewhat different line of reasoning, which leads to the same 
conclusion. Just beyond the poorest land in use is other land, only 
slightly less suitable for cultivation. This land, on the frontiers of 
civilization and elsewhere, is free because no one has any use for 
it. The prospective user of marginal lands has the option of em- 
ploying his labor and savings on these free lands, where the product 
will be only slightly less than on marginal lands, or of employing 
them at the intensive margin on other lands already cultivated, where, 
again, the yield will be only slightly less. Rather than pay a rent for 
marginal lands, he would prefer to adopt one of these alternatives. 
So, the owner of the marginal lands cannot get any appreciable rent 
for their use. That there is actually a considerable amount of land 
in cultivation which yields no return to its owner, a moment’s reflec- 
tion will show. Not only are there scattered farms on the frontiers, in 
the mountains and elsewhere, which yield no more than ordinary 
wages to the labor employed on them and the normal return to the 
savings invested in buildings, fences, tools, fertilizer, and seed; but, 
even in prosperous farming districts there are usually rented farms 
whose soil or location is so poor that, after we deduct the ordinary 
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returns for the improvements made upon them in the way of barns, 
outbuildings, residences, and enclosures, we would find that there 
would be nothing left which could be regarded as a payment to the 
owner for the land itself. 

Xhe Determination of Land Rent. — We are now in a position 
to see what it is that determines the amounts of rent that will be paid 
for these different kinds of land. Labor and savings are not equally 
productive on all lands; on some lands they produce more than on 
others. But the prices which these two agents can command must be 
the same throughout the whole of the market. Wages for labor em- 
ployed on the best land will not be any higher than the wages for 
labor of the same kind employed elsewhere; and the same is true of 
interest. Therefore, labor and savings, no matter where employed, 
cannot get any more than the value of xvhat they produce at the 
margins of cultivation. That is their marginal product, and it deter- 
mines their prices. It follows that, if they produce more on better 
land, the surplus is attributable to the superior quality of the land 
itself, and determines what the land is worth. The owner of the land 
can claim the entire value of this surplus. If a tenant would secure 
the use of such land, he must pay this value to the owner. From this 
reasoning we conclude that the rent of a piece of land is determined 
by the surplus value product which labor and savings can produce 
on that land, over what they could produce at the margins of cultiva- 
tion, This is known as the law of land rent — ^sometimes called the 
Ricardian law, after the economist David Ricardo. The surplus prod- 
uct here referred to is commonly termed a differential surplus, Ijc- 
cause it measures the difference betw’een what labor and savings can 
produce on good land, and what they can produce at the margins. 

The differential surplus on each kind of land is represented by 
the shaded areas of the previous drawing (Figure 6o). On the A lands, 
five inputs of labor and savings are employed. The first input yields 
a product worth .^50; but this input, the same as any other, would 
yield only $10 at the margin. Here, then, is a surplus of $40. The 
second input yields a product of $40, which is $30 more than could 
.have been produced by the same labor and savings at the margin. 
The third input yields a product ol S30, including a surplus of $20, 
and the fourth input a product ol S20, including a surplus ol $10. 
The fifth input yields only $10, for it is working on the intensive 
margin: therefore it brings in no surplus at all. From this it appears 
that the total surplus obtained on the A land is ^40 -{- $^^0 -f- $20 ~i- 
$10, which makes a total of Sioo. Since this surplus is obtained, the 
possessor of this land is that much better off than he would be if he 
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had to employ his labor and savingjs at the margin, therefore that 
is what the land is worth. It should rent for $100- 

The surplus on the B lands is shown in the same way. It is $30 -f- 
$20 + ?io, or $60 in all: so the land should rent for $60. By the 
same reckoning, the differential surplus (and rent) of C lands is $30, 
and of D lands, $ 10 . E land yields no surplus, and commands no 
rent. Flie sfiaded areas ot the diagram represent tlie total dilleren- 
tial surplus ol all kinds of lands, and the white areas indicate the 
product ol la 1)01 and savings at the intensive and extensive margins 
(i.c?., their ccjmhined marginal products). 

Land Rent as Marginal Product. — The differential surplus of 
land is also its marginal product. By definition, the marginal product 
of land is the addition to product that one unit of it will cause, or 
(what amounts to the same thing) the loss in product that would 
result if one unit of it were withdrawn. Suppose that a farmer, hav- 
ing 100 acres of C land, could obtain one more of them. He could 
then transfer to this land some of the labor and savings formei ly 
used in marginal employments on the land he held before. The first 
input of labor and savings so transferred to the new C land would 
yield a surplus of $20 over their former employment at the margin, 
and the second input so transferred would yield a surplus of Sio: a 
third input transferred would yield no surplus at all. It appears, 
then, that the additional acre would have added $30 to the product. 
By definition, this is its marginal product; but it is also the differen- 
tial product, as we previously figured it. Therefore, the marginal 
product and the differential product are the same thing. 

By calculating the loss that would be caused by withdrawal of one 
acre of land, we get the same result. Suppose that our farmer, with 
100 acres of C land, loses one of them by an earthquake. He still has 
the labor and equipment formerly employed on that acre. The only 
thing he can now do with these agents is to employ them at the in- 
tensive margin on his remaining 99 acres, where they will yield 
approximately $io per input, or transfer them to free land on the 
extensive margin, where they will again yield Sio. It appears, then, 
that what he has lost is the differential surplus of $30 which he for- 
merly obtained from that acre, over what his labor and savings can 
produce at the margins. 

Calculations of the marginal products of the other kinds of land, 
by the same methods, would lead to an identical conclusion: the 
marginal product is the same as the differential product. Therefore, 
the law of rent, which represents it as determined by the differential 
surplus of land, is in harmony with our general principle, that the 
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shares of income are equal to the value of the marginal products of 
the productive agents. 

The differential analysis of land rent was understood before the 
marginal productivity theory was evolved; and, because of its early 
acceptance and long establishment, it is better known. It is simpler, 
and for some purposes more illuminating than the marginal produc- 
tivity analysis; but the latter shows more clearly the similarity be- 
tween the forces determining the value of the income from land and 
that of the other income shares. 

Opportunity Costs and the Margin of Transference. — If the anal- 
ysis of the last few pages has appeared to regard the supply of land 
available for any particular purpose as unalterably fixed in amount, 
that impression must now be corrected. The mobility of land as to 
its various uses must be allowed for. This mobility, it will be remem- 
bered, is a limited one; but it is of sufficient importance to exercise 
considerable influence upon land rents. An intelligent and well- 
informed farmer or business man will devote any piece of land to 
that product which, in proportion to tite labor and savings employed, 
yields the greatest value. Therefore, no piece of land will ordinarily 
be employed (except temporarily) for one use, if the rent obtained 
from it in that use is less than might be derived from it if devoted to 
some other use. This is the now familiar principle of opportunity 
costs. 

In the allocation of lands to their various possible uses, it is found 
that some plots are so clearly superior for a particular purpose that 
there will be no question of devoting them to any other. No one 
would seriously consider using a piece of land in the heart of a great 
city for any other purpose than as the site for a business building. As 
to other pieces of land, however, it may be a matter of doubt as to 
just what product is most advantageous for it. A piece of land lying 
somewhat outside the center of a city may be only moderately good 
for business purposes, but excellent for residences. The possible value 
returns to be derived from either use might he so nearly equal that 
it is a question which would be more profitable. At such a point there 
is said to be a margin of transference. This term may l)e defined as 
any point where there are alternative 7ises for land which will yield 
approximately equal returns. In this situation eacli of the possil>le 
uses of the land limits the other. Lands inferior for frusiness sites to 
those on this margin will not be used for that purpose, if they ran be 
made to yield more for residences; and lands superior to this lor resi- 
dences will not be used as such, if they can be made to yield more for 
business sites. That this mutual limitation, through its effects on the 
supply of the two kinds of products, affects their costs and vajues, has 



INCOME FROM LAND 551 

already been made cl ear. ^ If we pass on from the better to poorer resi- 
dence sites, we may come to a point on the outskirts of the city where 
there is a margin of transference between residential uses and truck 
farming. This margin sets the lower limit below which the rents of 
the residence sites cannot fall, and above which those of truck lands 
cannot rise (so long as the lands in question are capable of being 
used for either purpose). TThere is a margin of transference wherever 
there is a borderline of advantage among two or more possible uses 
of land. There may be such a margin between wheat and corn lands, 
between cotton and tobacco lands, between dairy farming and truck 
farming lands, between cereal and grazing lands, and so on. 

Just where the margin of transference between two uses will be 
established is a matter of the demands for the two products, and of 
the quantity of lands suitable for them. If the schedule of demand 
for one of the products changes, the margin of transference will shift, 
and the apportionment of land between the two uses will be read- 
justed, with corresponding changes in their rents, and in the prices 
of the two products. For instance, if. in the growth of a big city, the 
demand for residences increases, higher rents can be obtained for 
residence sites; lands formerly devoted to truck farming will be used 
for building purposes, and a new margin of transference between 
residential and truck farming land will be established- As a result, 
truck lands will be more scarce, and so will truck products. This 
raises the price of garden vegetables, and their enhanced values will, 
in turn, be reflected in higher rents for truck lands. The reaction will 
not stop there, for the higher rents obtainable from truck lands will 
cause lands, formerly devoted perhaps to cereal crops, to be diverted 
to truck. So, a new margin of transference between truck and cereal 
lands is effected, and the effects will be passed on in widening circles 
to other lands, until a complete readjustment is arrived at. An in- 
crease in the demand for any other product tends to produce similar 
results, and a decrease tends to produce an opposite chain of actions. 
So, we see that the rent yielded by any kind of land is not fixed en- 
tirely by influences peculiar to it, but depends to a very great extent 
on the rents of other lands used for very different purposes. The 
discussion also shows very neatly the great intricacy and interdepend- 
ence of all prices in the modern industrial system. 

The Rent of Mineral Lands. Royalties. — The value of the income 
from lands which contain mineral or other valuable deposits is deter- 
mined by principles substantially the same as those of lands used 
for agricultural and building purposes; but differing slightly in two 
respects. 

2 See the discussion of opportunity costs in Chapter XIV. 
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In the first place, the price paid for the leasing of mineral land is 
usually called a royalty. This is paid in the form of a price per unit 
of product taken out of the land, not in the form of a certain annual 
sum per acre. On coal lands, there will be a payment by the operator 
to the owner of so much per ton; on oil lands, it will be so much 
per barrel; and so on. The amount of the royalty varies according 
to the quality of the product obtained from the land, and according 
to the difficulty of getting it out. If land contains exceptionally rich 
copper ore, well located with reference to transportation facilities, 
and in such a position that it can readily be extracted, the royalty will 
be high: if the ore is of poor quality, or difficult to get at, the royalty 
will be low. The money income derived by the owner of such land 
will depend on two factors; the amount of the royalty per unit of 
product, and the amount of product yielded by the deposit. In the 
case of a rich oil gusher, producing an abundant flow of high grade 
petroleum, the price per barrel and the number of barrels will both 
be high, making the owner rich. In other cases, both factors may be 
small, and the returns will not be so good. It is frequently possible 
to lease the mineral rights to land without leasing the surface, in 
which case, farming or other operations can go on upon it at the same 
time that the deposits are being removed. The land will then yield 
both a mining royalty and an ordinary agricultural rent. 

The second peculiarity about mineral lands is that they contain a 
limited store of their particular deposit which is irreplaceable. Once 
the natural supply ol mineral is exhausted, the yield ceases forever. 
This is not the case with other lands. The ability of a site to support 
a building will never wear out: the fertility of agricultural lands can 
be depleted, but it is not irreplaceable, and by proper methods of 
cultivation it can be maintained unimpaired indefinitely. Hence, the 
owner of the latter types oi land receives back his capital practically 
intact at the end of his lease; but the mine-owner does not. The 
tenant in the case of building and agricultural land pays only for the 
use of it; the lessee of mineral land pays not only for its use, but also 
for its depreciation. He may be said to be buying outright a certain 
annual portion of the store of valuable minerals it contains. It is 
claimed that, because of this fact, there are no no-rent mineral lands 
— that even the marginal mine, quarry, or oil well yields a small roy- 
alty. Above this marginal royalty, superior mineral lands will yield 
larger amounts, on the differential principle. An analogy can be 
drawn between land and equipment in respect to this peculiarity of 
mineral lands. The owuier of a building site or agricultural land is 
in the position of the lender ot a sum of money who expects to re- 
ceive his principal intact at the expiration of the loan; therefore, he 
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needs only to charge a price for the use of the savings that will reim- 
burse him for doing without them in the meantime. But the owner 
of mineral lands is in the position of the man who lets a building 
to a tenant; he must charge the latter, not only for its use, but enough 
besides to take care of its depreciation while in his possession. 

Capitalization of Land Rents. — In the preceding chapter, it was 
explained that any regular source of income has a selling value de- 
termined by capitalizing the income. The rent yielded by a piece of 
land is such an income. The selling value of any piece of land, there- 
fore, is determined by capitalizing the rent, at the current rate of 
interest. Suppose that an acre of farm land will yield annually a rent, 
free from taxes and other deductions, of $5 per acre. Assume also that 
the rate of interest prevailing on new investments in good long-time 
securities is about 5 per cent. Then the piece of land in question 
should be worth $100 per acre; for an investment of $100 in an acre 
of such land will yield just as much as the investment of an equal 
amount in other forms of capital. If other possible investments 
yielded more than $5 for each $100 invested, buyers for the land 
would not be forthcoming at the price of $100 per acre, and the price 
of the land would, consequently, fall. If other investments yielded 
less than $5 for each .^100 put in, the land would be more valuable 
than $100 per acre, and its price would rise. Thus, persons with 
savings to invest will bid the selling price of land up or down until 
its value is such that the yield, computed as a percentage of that 
value, is no greater nor less than that generally prevailing. There- 
fore, if the rent of a piece of land rises or falls, its selling value will 
rise or fall correspondingly. Furthermore, if the rate of interest rises, 
land values will shrink; if the rate of interest falls, land values will 
rise. Real estate men sometimes speak of the price of land as “twenty 
years purchase,” meaning that its selling value is twenty times its 
annual value, or rent. This is simply capitalizing its rent at 5 per 
cent interest. All land values are derived from their rent, by a similar 
process of capitalization. 

There is, in fact, no other basis on which the selling value of land 
could be computed. Land, not being the product of human industry, 
has no cost of production, to which its value might conform. The 
value, therefore, can only be arrived at by figuring it from the in- 
come it affords. In this respect land is like equipment, whose value, 
once it is on the market, is determined by capitalization. But, whereas 
there is a tendency to keep the yield of equipment to somewhere near 
a certain percentage of its cost, by the operation of the mobile re- 
placement fund and the v^olume of new savings, there is no such 
tendency in the case of land, because of the absence of such a cost. 
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This tends to confirm what was said in the preceding chapter, about 
the difEerences between land and other forms of capital. 

Land Rent as Interest. — We can now see how the rent of land 
can be regarded as interest. Having once ascertained the value of a 
piece of land, by capitalizing its rent, the land itself can be thought 
of as a fund of capital-value, and the yield as a percentage of that 
value. If the services of a piece of land are valued at $1,000 annually, 
and the rate of interest is 5 per cent, the land will be worth $20,000. 
The purchaser can think of this investment in terms of that sum of 
money. The annual rent of $1,000 which he can get from it he can 
then regard as 5 per cent interest on his money. 

It is interesting to note, however, that the income from land can 
only be regarded as interest by a circular process. For the capital- 
value of land is not determined independently of the income from 
it. Before we can obtain its^capital-value we must first know what 
income it yields, and what the rate of interest is. Hence, the rate of 
interest helps to determine the value of land, but land values have 
no part in determining it. It is different with new (though not with 
old) investments in equipment. For here we have the capital-value 
determined, independently of the income it yields, by its cost of 
production. By comparing the income yield with this cost, we can 
derive the rate of interest. Hence the value (cost) of new equipment 
helps to determine the rate of interest, and is not determined by it. 

Market Interferences Affecting the Returns from Land. — As with 
other economic principles, the forces operating to determine the 
price paid for the use of land, as explained in the foregoing para- 
graphs, are to be regarded only as representing strong tendencies. 
The rent yielded by a piece of land tends just to measure the mar- 
ginal product or differential surplus of that land; but other influences 
may interfere with the full realization of that tendency. Just as the 
market values of commodities may fluctuate above or below their 
normal values, so the actual rents paid for land may deviate from 
their normal amounts. 

This may be due to the ignorance of tenants, who may be paying 
more than the land is really worth, because they do not know that 
their labor and savings could be utilized more productively else- 
where. It may be due to the ignorance or good nature of the owner, 
who leases his land for less than he might obtain. Especially in the 
case of urban sites is the rent actually paid likely to be less than the 
full value of the marginal product of the land. Just what such lands 
can be made to yield is usually a matter of conjecture. .A shrewd 
business man may see in an advantageous location possibilities not 
realized by the owner, or by competing bidders. He thereby obtains 
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the land for a moderate price, but makes it yield a great deal more. 

Lack of mobility of labor and equipment may also cause the mar- 
ket rents to deviate from the principles laid down. When a farm has 
once been improved and a family is settled upon it, its yield may be 
less than was anticipated; yet the improvements cannot be with- 
drawn, and the family is reluctant to move, as well as being uncertain 
as to whether they would be likely to do any better elsewhere. Un- 
doubtedly, many farms are being operated for some such reasons as 
this, where the yield is actually less than a fair return for the labor 
and savings put upon them. In such a case, the land is not only no- 
rent land, it is even poorer than that; yet it is cultivated. 

Allowance must also be made for the speculative possibility of 
future changes in the value of the land. If a prospective tenant has 
reason to believe that the growth of population will enhance the 
value of a certain city site within ten or twenty years, he may be will- 
ing to pay an annual rent greater than the present value of the site, 
if he can get a lease long enough to ensure his benefiting by the fu- 
ture increase in yield, which he expects to accrue. If there is reason 
to believe that the yield will decline, a long-time tenant could not be 
secured at all, except at a rental lower than the present value of the 
use of the land. 

Notwithstanding these obstacles to the operation of the marginal 
productivity or differential principle, its effects are felt. If the rent 
of a given piece of land is too low, the owner or prospective tenants 
will in most cases become aware of that fact, and it will rise; if the 
rent is too high, similar considerations will usually bring it down 
in time. So, the price actually paid in the market can be said to tend 
toward the value of the land’s marginal product, or differential sur- 
plus, notwithstanding the frequent discrepancies from this principle 
which can be found. 

Similar considerations apply to the selling value of land. In capi- 
talizing the rent, there may be some question as to just what rate of 
interest is the proper basis of capitalization, and as to what is the 
proper rent. Ignorance on the part of both buyer and seller, or either 
one of them, may affect the bargain, and the resulting price will be 
too high or too low. The speculative element will be apparent here 
likewise. If there is reason to believe that the yield of land will rise, 
or that the rate of interest will fall, in anticipation of such changes, 
the land will sell for a price somewhat higher than the capitalization 
of its current yield at the current rate. On the other hand, if there 
is reason to believe that the yield of the land will fall, or that the rate 
of interest will rise, the present selling price will be somewhat less. 
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Summary 

Because of the peculiarities which differentiate land from other 
kinds of capitah the rent yielded by a piece of land depends upon 
the following factors: (i) the products to which it is suited; (2) its 
excellence for those products; (3) its scarcity; (4) the demand for the 
product. The labor and savings of a community will be applied to the 
available land in the way that will yield products of greatest value, 
which results in the intensive cultivation of the better grades, and a 
much less intensive cultivation of the poorer grades. The poorest 
land which it is necessary to use is the extensive margin of cultiv^a- 
tion, and the least productive applications of labor and savings on 
the better lands mark the intensive margin. With land thus utilized, 
the differential surplus of any particular kind determines the rent it 
can command. According to this principle, the rent yielded by a 
piece of land is equal to the difference between the value of the 
product obtained upon it. and that of an equal amount of labor and 
savings applied at the margins of cultivation. The differential sur- 
plus is the same as the marginal product of the land. 

Where there are two or more possible products for which a given 
kind of land may be used, each of which yields approximately equal 
returns, there is said to be a margin of transference. Changes in the 
demand for either of these products will cause a shift in this margin, 
which will affect the rents yielded by both kinds of land, will also 
affect the prices of the products concerned, and which may extend 
its effects to other kinds of lands and other products. 

The returns yielded by mineral lands are paid in the form of a 
royalty per unit of the product removed from it, and not as a lump 
sum. per acre. They differ slightly in principle from the returns from 
other kinds of land, in that, since the land is not returned to the 
owner as rich in deposits as it was received, the royalty includes a 
price paid for depreciation, that is, for the minerals removed. 

The selling value of land is obtained by capitalizing its yield (rent) 
at the current rate of interest. The yield can be regarded as interest, 
when considered as a percentage return on this capitalized value. 

The principles governing the rent of land, and its capitalization, 
are not to be thought of as operating in every case with mathematical 
precision, but as being merely tendencies, which may be interfered 
with by the ignorance of buyers and sellers, by the imperfect equi- 
libriums established in the market, and by the speculative possibili- 
ties of future changes in land values. 
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REFERENCES AND SUGGESTIONS FOR FURTHER READING 
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clearly why many economists prefer not to regard lancl as a part of capital. 
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much into the prices of commodities as any other costs, see H. J. Daven- 
port, The Economics of Enterprise (1913), Chapters 12 and 13, and 
G. Cassel, The Theory of Social Economy (English translation, 1923), 
Chapter 7, and the chapters in Henderson and Carver above referred to. 



Chapter XXIII 


THE PROFITS OF BUSINESS ENTERPRISE ' 


A. Characteristics of Gross Profits 

The Composite Nature of Enterprisers’ Gains. — It is the func- 
tion of the business enterpriser to bring capital and labor together 
into a working organization. As an enterpriser he does not furnish 
either the capital or the labor himself, but acts merely as an agent 
for bringing them together-, and he determines the broad general 
policies of the business establishment that results. The capital he 
borrows, and the labor he hires, often delegating even the lalDor of 
supervision to employees. It was explained in Chapter VI, however, 
that a person who is an enterpriser and nothing but that is seldom 
found. In practice, enterprisers almost always have some savings of 
their own invested in their businesses, and (except in corporations) 
they do some of the labor of management. At the head of many 
businesses, therefore, we find capitalist, laborer, and enterpriser cen- 
tered in one person. 

The incomes which enterprisers receive from this triple activity 
are similarly composite. Yet in common parlance these incomes are 
lumped together under the general term profits. A farmer who owns 
his own farm and does much of his own labor, in addition to being 
an enterpriser, does not regard his income as being made up of three 
parts corresponding to these functions. He simply subtracts from the 
proceeds of the sale of his crops all his outlays for seed, fertilizer, 
tools, equipment, interest on borrowed funds, taxes, wages of hired 
labor, etc., and calls the remainder the profit from his year’s opera- 
tions. likewise a manufacturer, usually, makes no distinction be- 
tween that part of his gains which are to be attributed to his own 
capital, that part which is due to his labor, and that part which comes 
to him by virtue of his position as enterpriser. He simply knows that 
he has a certain amount left over from his sales after he has deducted 
his money outlays, and that amount he regards as his profit. Some 
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business men are beginning to make a distinction between these 
things; but the practice is not yet general. 

The economist, however, with his analytical eye, discerns three 
elements in such an income. Part of these gains he regards as a pay- 
ment to the enterprisers for the savings which they have invested in 
their businesses. In the case of the farmer, it is in the nature of a 
rent for the use of that part of his farm which he owns free from 
encumbrances. In the case of the manufacturer, it is a rent for the 
use of his plant, or interest on the money of his own which he has 
invested in it. Another part of the gains is equivalent to wages paid 
to the enterprisers for their labor — ^whether it be the manual exer- 
tion of the farmer, or the mental work of supervision and direction 
performed by the manufacturer. Finally, a third part is thought of 
as a payment to the business man for his function as an enterpriser, 
for assuming the responsibility and determining the general policies 
of the undertaking. This is in some measure a compensation for the 
risks he runs as the head of the business; but it cannot be regarded 
as wholly that, for reasons which will presently appear. 

Gross Profits and Pure Profits- — Are all three of these elements 
to be included in the term profits for purposes of scientific reason- 
ing? They are all enterprisers* gains, surely, and in practice it is often 
quite impossible to separate them. Yet there are certain differences 
between them which make it desirable to think of them as distinct 
in our reasoning. Some economists therefore confine the term profits 
only to the third of the elements mentioned above, applying the 
word only to that part of a business man’s income which can be re- 
garded as paid to him solely in his capacity as enterpriser. Those 
parts of his gains which may be thought of as payments for his capital 
and for his labor are by these writers treated simply as ordinary in- 
terest (or rent) and wages, and are not regarded as profits at all. But 
to this there are objections. The separation cannot always be made 
in practice, and it is not even satisfactory in theory. For we shall find 
that the entire income of the enterpriser, from whatever source de- 
rived, rises and falls as a unit in response to the influences operating 
upon profits. It is desirable to acknowledge this unity, while at the 
same time recognizing the influence of interest, rent, and wage fac- 
tors. We may solve the difficulty by distinguishing between two kinds 
of profits — one a broad concept including all the elements which 
have been mentioned, the other a narrower term. The first we shall 
call gross profits, and the second pure profits. 

Gross profits include all residual sums left in enterprisers' hands 
after payment of all business costs due to other parties. These profits 
may include: (1) income from capital owned by the enterpriser and 
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used in his own business; (2) wages of management, by which is 
meant payment to the enterpriser for his labor of supervision in his 
business; and (5) pure profits. We may think of pure profits for the 
moment as any surplus earned by the enterpriser above ordinary 
interest or rent on his own capital and ordinary wages of manage- 
ment. In the following section it will be more carefully defined. 

Not every business will contain all three of these elements in its 
gross profits. A few enterprisers, such as brokers and promoters, may 
be able to carry on with very little investment of their own. Their 
incomes then consist mostly of xvages of management and pure profits, 
especially the latter. Such cases, however, are in the minority. The 
profits of corporations, on the other hand, constitute an important 
class of incomes which ordinarily include only two of the elements 
above named. The stockholders of a corporation are its enterprisers. 
They have savings invested in the business, and they assume the ul- 
timate responsibility and risk; but most of them perform practically 
no labor of supervision. Therefore, their dividends contain elements 
of interest as well as pure profits, but no wages of management. 

Profits and Losses. — There are losses as well as gains in business, 
and they both arise from the same general sources. A good season 
will improve the farmer’s crops; a bad season will injure them. An 
increase in the demand for steel rails will increase the earnings of 
their manufacturers; a decrease in the demand will reduce them. The 
discovery of a rich mineral deposit in a mine will bring in handsome 
returns; the petering out of a vein will make it worthless. All the 
fluctuations and uncertainties of industry which give rise to profits 
may also give rise to losses. Which way they will work is partly a 
matter of chance, and partly a matter of the resourcefulness and in- 
genuity of the enterpriser in meeting and taking advantage of them. 
Hence, profits and losses are but the positive and negative aspects 
of the same thing, and must be explained by a common theory. 

When is a business truly profitable? If an enterpriser is earning 
no more from his operations than the current rate of interest on his 
capital and the prevailing rate of wages for his labor, he is no better 
off than if he were not in business at all. For he could lend out his 
capital at interest, hire himself out to an employer for wages, and 
save himself the responsibility and worry of being an enterpriser It 
is for this reason that only the surplus above interest and wages of 
management is to be regarded as a pure profit. If the earnings are less 
than such interest and wages of management, ft is apoarent that the 
enterpriser is actually in a worse position than if he were not in busi- 
ness for himself. We can truly say, therefore, that in such a case there 
is actually a deficit. This deficit differs from the surplus presented by 
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the opposite case only in that it is a minus rather than a plus quan- 
tity. It springs from the same business operations and the same sort 
of influences. We can regard it, therefore, as a negative pure profit. 

Recognizing, then, that pure profits may sometimes take the nega- 
tive form of losses, we can give a more accurate definition of them 
than that of the preceding section. Pure profits are the difference be- 
tween the gross profits of a business, and the sum of interest on en- 
terprisers' capital plus wages of management. We shall think of pure 
profits ordinarily as a positive quantity, using the term losses to 
denote their negative aspect; but it must not be forgotten that profits 
and losses are simply two different sides of the same thing, and that 
the theory of profits is an explanation of both. 

Income from Capital in its Relation to Profits, — An enterpriser 
is almost perforce a capitalist as well. Without some capital of his 
own invested in his business he can hardly live up to th^ responsi- 
bilities of his position. Other capitalists will not lend to him, other 
enterprisers will not have confidence in his ability to fulfill his con- 
tracts with them, and his business credit will be very poor, unless he 
has sufficient investments of his own in his undertakings to assure 
his creditors of his ability to protect them against loss. In most busi- 
nesses, therefore, ownership of capital is inseparably associated with 
the functions of the enterpriser. Nowhere is this more apparent than 
in corporations, which are the dominant form of business enterprise 
in modern industry. Here the stockholders are the enterprisers; but 
they can usually become such only by investing in the capital stock 
of the company. 

The investment of an enterpriser stands on a different footing from 
that of an ordinary capitalist, however, in that the return derived 
from it is inseparably mingled with the profits of the business. When 
a capitalist lends money to a business other than his own, the bor- 
row^er guarantees to return the principal intact at the end of a certain 
period, with interest during the meantime at the rate agreed upon. 
Barring extraordinary risks, the capitalist receives a certain, prede- 
termined income from his savings. The enterpriser-capitalist, on the 
other hand, gives up a certain for an uncertain return. Instead of 
receiving a fixed rate of interest, he gets only what he can make his 
business earn. One year it may be high; another year it may be low. 
AH depends on his ability as an enterpriser; and in part on external 
conditions beyond Iiis control. So the income from his capital is in- 
extricably entangled with his profits, and virtually becomes a part 
of them. The corporation again furnishes an excellent illustration of 
this. The bondholder of a corporation is purely a capitalist; his in- 
vestment is a loan to the company, on which he is paid yearly a 
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stipulated interest. The stockholder, who is an enterpriser-capitalist, 
has no such assured income; he shares in the risks of the business, 
and in successful years his dividends will be high, while in poor 
years they will be low. So the return on his capital is part and parcel 
of his profits. 

Although in any one year the profits of a given enterpriser are thus 
indistinguishable from the interest on his capital, the case is different 
if we take the average profits of a whole industry over a considerable 
period of years. In such a long-run view it is possible to discern the 
separate action of interest on the gains of business men. as contrasted 
with the other elements of their gross profits. The discussion of 
this can best be taken up after a consideration of wages of manage- 
ment. 

Wages of Management. — If an enterpriser is the active head of 
his busines*!, he is, as has already been stated, a kind of laborer, spe- 
cializing on the work of superintendence and direction. This links 
an element of wages with his profits, just as in the preceding case 
there is involved an element of income from capital. To this element 
of wages we have already given the name wages of management. 

Here again the income which the enterpriser derives from his labor 
stands on a different footing from that of a hired worker. Many per- 
sons are employed by corporations and other business organizations 
as executives, superintendents, managers, and so on, at definite sal- 
aries- In these positions they perform much the same kind of work 
which an enterpriser performs in directing and supervising his own 
undertakings. But the enterpriser receives, usually, no such regular, 
definite wage as they. In going into business for himself he gives up 
a possible salary for the uncertain, irregular income of business 
profits. As a result, it is not usually possible to separate his wages of 
management from the other elements of his gross profits at any given 
time. 

In the case of corporations, however, that is not true. It has already 
been stated that corporate dividends do not contain the element of 
wages. In this form of business organization the stockholders dele- 
gate the real work of management or supervision to salaried men 
employed for the purpose. Even the directors occupy themselves only 
with broad matters of general policy, dealing primarily with the 
financial and strategic aspects of the business: and for this they, too, 
frequently®draw a salary. So the wages of management appear on the 
payroll as salaries, and do not constitute a part ol the profits of the 
stockholders. 

Where the wage element appears in the gross profits, its separate 
influence upon them can be observed, like that of interest, only over 
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considerable periods of time. Just how this works out we may now 
investigate. 

Average Profits and Particular Profits, or Profits in the Long and 
Short Run. — An enterpriser is not compelled to set up in business 
for himself. If he has savings, he may lend them to someone else at 
interest. If he has managerial ability, he may accept employment at 
a salary. Let us imagine a person who has savings amounting to 
$25,000 and who is a fairly good organizer. We may assume that he 
might invest his money in good bonds, yielding five per cent interest, 
and bringing him an income of $1,250 per year. Suppose also that, 
as an executive for some corporation, he could command a salary 
of $10,000 per year. Under what conditions would he find it woiih 
while to become an enterpriser? There would be no inducement for 
him to do so unless he could reasonably expect to make gross profits 
of at least $11,250 annually. In fact, unless he made a little more 
than that, there would be nothing to compensate him for the risks 
and responsibilities of his position, and he would be better off if 
he did not set up in business. His profits in any one year would not 
necessarily have to be as great as that; but they should average no 
less over a period of several years. Suppose now that he goes into 
business, and after ten years finds that his gains have averaged only 
$8,000 yearly. The probabilities are that he would consider the ven- 
ture a failure; and if he could get out of it without sacrificing his 
capital, he would have a strong motive for doing so. 

There is continually going on in industry a series of experiments 
of this sort. Men leave their employers and set up businesses of their 
own. Others retire from their own businesses and seek employment 
with others. Savings are invested by enterprisers in one industry and 
withdrawn from another. Business men are always alert to an op- 
portunity for profit. Hence, if in the long run the average profits of 
an industry do not pay the prevailing market rate of interest on the 
enterprisers’ savings, and do not yield wages of management equal 
to current salaries for similar kinds of labor, enterprisers already 
established there will tend to withdraw, and new enterprisers will 
be dissuaded from entering it. There will result a curtailment of 
products in the industry, until their price rises sufficiently to afford 
such profits.* VVe may conclude, therefore, that in the long run the 
average gross profits of an industry cannot fall below the current 
rate of interest on enterprisers’ capital, plus wages of management. 

1 I'his reasoning reinforces the point emphasized in our analysis of commodity prices, 
tliat interest on the enterpriseis’ savings and wages of management are costs of production 
just as truly as interest on borrowed savings and the wages of hired employees- for if the 
price of the commodity does not cover such items, the commodity cannot continue to be 
produced. 
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In fact, as^will be shown in the next section, it is probable that they 
would have to be slightly in excess of that amount, to induce business 
men to assume the risks of their position. 

Xhe profits of any particular individual, or of a whole industry in 
any particular year, however, will not necessarily bear any close rela- 
tionship to interest and wages of management. It is characteristic of 
the income of enterprisers that it varies greatly from person to per- 
son, and from time to time. It fluctuates upward and downward in 
a capricious way, as though it were subject to no uniform principles 
at all. It is the most unstable of all the shares of income. A complete 
explanation of profits, therefore, must account for the deviations 
above and below interest and wages of management that are so 
conspicuous an element in the profits of particular businesses from 
time to time. By our previous definition, these deviations are pure 
profits (positive and negative). They are the result of short-run in- 
fluences, as contrasted with the long-run influence of interest on 
enterprisers’ capital and wages of management. They affect the earn- 
ings of this or that individual, as contrasted with the average earn- 
ings of a trade. Before endeavoring to show just how these pure 
profits are determined, it will be well to consider the theory, held 
by some economists, that profits are to be explained as a reward for 
risk; for this theory will shed some light upon our problem. 

Reward for Risk in its Relation to Profits. — In Chapter VII the 
nature of the risks incurred by enterprisers was discussed, so that 
it is not necessary here to go into them in detail. It suffices to recall 
to the reader that, although enterprisers are not the sole risk-takers 
of industry, they do assume certain hazards that are peculiar to their 
position. They produce goods in anticipation of demand, going to 
certain expense and entering into obligations which they expect to 
be able to meet out of the selling prices of their products. In this 
there are two possibilities of loss: the danger that production will 
be interfered with by some unforeseen occurrence, such as fire, strike, 
or flood; and the chance that market fluctuations may increase costs 
or decrease selling prices. Some of these contingencies may be pro- 
vided for by insurance, but many of them the enterpriser must bear 
himself. This is particularly true of those arising out of market 
fluctuations. The uncertain nature of his profits, which, unlike ordi- 
nary wages or interest, are not known in advance, leaves him con- 
tinually in doubt as to how he is going to come out on his year’s 
business. He must pay to the others their shares, and take what is 
left for himself. At one time this residue may be large; at another 
it may be very small. 

While some persons are fond of taking a chance, it is probably 
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true of human beings in general that they would not be willing to 
subject themselves to such uncertainty of income without the pros- 
pect of some extra reward or premium. Therefore it may be argued 
that some element of income in addition to interest on the enter- 
priser’s capital and wages of management is necessary if business is 
to be carried on under a system of free enterprise. It is plausible to 
include such a reward, therefore, as a part of the pure profits of 
business men. This reasoning justifies, also, the inclusion of some 
payment for enterprisers’ risks as-one of the costs of production en- 
tering into the determination of values. 

Following this analysis, the writers already referred to explain 
business profits as primarily a reward for risks. Profits are in this 
view regarded simply as a necessary inducement to stimulate busi- 
ness, and without which it would not be carried on. It is claimed 
further, that if all the gains in busin*ess were compared with all the 
losses, the average rate of profits would be shown to be very low^ 
Thus this explanation calls attention to average profits rather than 
the particular profits of individuals, and points out that this average 
rate is hot excessive. It follows also from the argument that the 
greater the risks in any particular industry, the higher the average 
rate of profits in it must be. 

As a complete explanation of business profits the theory is un- 
satisfactory in two respects. In the first place, it accounts only for 
average profits, ignoring the fluctuations in the earnings of different 
individuals. The necessity of explaining these particular profits has 
already been emphasized. In the second place, it is doubtful if the 
average profits of an industry will show any very close relation to 
the degree of risk it involves. Human beings will often take great 
risks against heavy odds, if the stakes are large enough. Suppose tliat 
an automobile, worth $1,000, is to be chanced off to the holder of a 
winning number, and one thousand chances in all are to be sold. 
On the basis of their mathematical value, each chance should be 
worth one dollar; yet it would not be difficult to find a thousand 
persons to buy the tickets at two dollars each. As a group they would 
give up $2,000 in the hope of gaining half that sum. So in industry, 
if there is a chance of very high profits, many persons may be induced 
to have a try at it where there is hope of success for only a few; and 
while those few may reap tremendous gains, the losses of the re- 
mainder may reduce the average to less than zero. According to the 
risk theory a hazardous industry like gold mining ought to show a 
high average rate of profits; but if all the losses of the gold-seekers 
v^ere known, and balanced against the gains, it is not unlikely that 
the industry would show a net loss. 



566 PRINCIPLES OF ECONOMICS 

There are two elements of truth in the theory, however, which 
shed light upon the problem of business profits. In the first place, 
as already mentioned, unless a business offers the possibility of some 
recompense above the ordinary returns to labor and capital, enter- 
prisers will not assume the risks; and, in general, the greater the 
amount of those risks, the greater must be the possibility of extra 
gains. Gold mining again furnishes a good example of this. The un- 
certain nature of the industry is well known. One may spend years 
in fruitless search for the precious metal and die a pauper; or one 
may strike a bonanza and reap a colossal fortune. It is only the pos- 
sibility of the fortune that lured so many into the gold rush as to 
cause enormous losses. But this is not the same as saying that the 
average returns in the industry are large. 

In the second place, the risk theory rightly stresses the connection 
between profits and the uncertainties of the enterpriser’s position. 
Those uncertainties are a fruitful source of pure profits, and losses. 
How they give rise to such profits will now be made clear. 

B. Sources of Pure Profits 

Competition, Uncertainty, and Pure Profits. — Imagine a state of 
society in which there is perfect competition, and no uncertainty. 
The competitive forces would be so keen, so immediate in their ac- 
tion, that no seller could get a higher price for his wares than any 
other; all investments would yield equal rates of return, all pro- 
ducers of a given commodity would have equal costs of production, 
and prices would correspond exactly to those costs. This would be 
so, because if any buyer or any seller had an advantage in any of 
these particulars over his fellows, the latter would quickly learn 
of it, and would take advantage of the same opportunity until equal- 
ity was restored. If the student has followed closely the analysis of 
economic forces in the preceding chapters of this book, he will un- 
derstand that competition always has a leveling effect wherever its 
influence is felt; therefore, if it were perfect, complete equality of 
prices, costs, and earnings would be achieved. If uncertainty were 
absent, there would be no risks. Each producer would know in ad- 
vance the demands of consumers, the intentions of his competitors, 
and the prices he could get for his products when completed. He 
would be sure, also, of his costs of production, and would not have 
any catastrophes or interruptions to fear, such as strikes, unfavorable 
weatlier, and other accidents that now interfere with the calculations 
of enterprisers. There would be no losses in business. 

In such an ideal society, there would be no pure profits. The only 
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returns which enterprisers could secure would be interest on what- 
ever savings they had invested in their businesses, and ordinary wages 
of management. The reasons for this should already be apparent to 
the reader. If an industry or enterprise yielded more than prevail- 
ing market rates of interest on the savings invested, competing enter- 
prisers would at once enter that industry with more savings, until 
the increased production in the trade lowered the prices of its prod- 
ucts, and brought the returns to normal. Likewise, if any industry 
or enterprise yielded more than ordinary wages of management, per- 
sons previously working for wages as hired employees would be in- 
duced to set up businesses of their own in the more lucrative field, 
until, as before, the resulting increase in production lowered the 
prices of the products of the trade, and reduced the earnings to pre- 
vailing wage rates. 

Since perfect competition and perfect certainty would eliminate 
pure profits, we may conclude that where such profits are to be 
found they must be due to the lack of these conditions. The theory 
of pure profits here presented, therefore, is that they arise from two 
characteristics of the industrial system in which we live: (1) the im- 
perfectness of competition, and (2) uncertainty.^ This explanation 
of profits will now be more fully developed. 

The Enterpriser’s Strategic Position in Relation to Pure Profits. — 
Not all the results of imperfect competition and of uncertainty are 
reflected in enterprisers’ gains. The earnings of both labor and capi- 
tal are also affected by them. In the discussion of wages and of the in- 
come from capital it was shown that the fluctuations of the market 
might cause irregularities in wages, interest, or rents, and that occupa- 
tions or investments involving risks would result in higher earnings 
than those which were free from such uncertainties. It may be won- 
dered, therefore, why these influences are regarded as being of peculiar 
importance in the determination of pure profits. 

We can best understand the reasons for this by a moment’s con- 
sideration of the position occupied by the enterpriser in industry. 
He is the center about whom all economic forces play and through 
whom they operate. He is the buffer who absorbs most of the shocks 
of the industrial system. His relation to the owners of the other 
agents of production is one of contract. He employs them at agreed 
rates of wages, interest, or rent, and takes his chances on the selling 

2 While this theory assigns an important place to risk as a determinant of pure profits, 
it differs from the “reward for risk” theory above discussed in two important respects: 
(1) it introduces imperfect competition as an equally important factor, and (2) it does not 
establish a direct connection between the degree of risk in an industry and the average 
rate of profits prevailing in that industry. On the contrary, it regards profits as being 
very irregular and unpredictable, fluctuating with the chances of circumstance. It, there- 
fore, focuses attention on individual profits, rather than average rates of profit. 
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price of his product. All receipts from the sale of goods pass first 
into the hands of the enterpriser, and are then paid out by him in 
wages and interest, or rent, to the laborers and capitalists. Conse- 
quently, he is the first one to feel the effects of any decrease in costs 
or any rise in prices. Changes in demand first affect him. If the price 
of his commodity is" going up, it may be some time before competi- 
tion makes it necessary for him to pass on a share of this increase 
in higher wages or higher interest. If interest rates or w^ages are going 
down he may not immediately find it necessary to give consumers 
the benefit of this in lower prices. He feels the effect of every tempo- 
rary fluctuation in economic forces, but he does not always pass these 
effects on to the other participants in the productive process. If he 
is shrewd and quick to take advantage of the irregularities and fluctu- 
ations he can enlarge his gains. 

In short, the income of the enterpriser is residual — it is what is 
left over after his expenses are paid. 'Hence it rises and falls with the 
eccentricities and uncertainties of the market. 

External Sources of Pure Profits. — There are some conditions 
which will cause all or nearly all the producers in a given industry 
(or group of industries) to profit for a time. These are conditions 
arising outside of any particular business establishment, and theie- 
fore beyond the control of the individual business man. We may call 
them external sources of pure profits. 

A general rise of prices usually increases profits throughout in- 
dustry. Since the reasons for this have been explained elsewhere, we 
need only re\iew them briefly here, (i) Business is usually carried on 
by borrowed funds: hence enterprisers benefit by the gains which all 
debtors enjoy when prices rise. Since they pay back their debts in 
dollars of less value than at the time they borrowed them, they 
profit by the difference. (2) During rising prices, wages and interest 
rates do not generally keep pace with the prices of commodities. 
Therefore, enterprisers’ selling prices increase more rapidly than 
their costs, and they pocket the surplus. (3) Finally, since they buy 
materials and hire labor days, weeks, or months in advance of their 
sales, they incur their costs at a low level of prices and sell at a 
higher one, reaping an extra profit. A fall in prices, on the other 
hand, will produce opposite effects. Enterprisers must then pay their 
debts in an appreciated dollar, and their costs will not fall as rapidly 
as their selling prices. Hence, losses will result. 

A rise in the price of a particular cornmodity due to an increase in 
the demand for it will usually cause profits to those enterprisers who 
are engaged in producing it. It was shown in the discussion of pric es 
that when the schedule of demand for a good increases, its price 
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rises above its cost for a time, until increased production brings it 
down again. Meanwhile, the difference represents profits to the pro- 
ducers. Examples of profits arising from this source are not hard 
to find. During the first World War the American government found 
itself suddenly in need of great quantities of munitions. The price 
of these supplies immediately rose, due to their scarcity relative to 
the enormous demand for them. Huge profits were reaped by those 
who were fortunate enough to be engaged in war industries at that 
time. Thus arose a class of business men who were scornfully dubbed 
“war profiteers.” During several recent decades there has been an 
unforeseen and unprecedented increase in the demand for petroleum 
and its products. The need for gasoline for automobiles and air- 
planes, the use of fuel oil in railroad and ocean transportation, the 
necessity for increasing quantities of lubricating oils, and the de- 
velopment of the many by-products of petroleum which found a 
ready market, caused a demand which the oil-producing facilities 
existing at the beginning of this period of growth were entirely in- 
adequate to supply. The price of crude oil and its products soared, 
and those who were already established in the industry reaped the 
advantage therefrom. The high gains brought about a rapid expan- 
sion of oil production and the opening up of new fields, which are 
rapidly increasing the supply of oil, so that in time the high profits 
in this industry may be expected to disappear, if they are not already 
doing so. On the other hand, if the schedule of demand for a com- 
modity falls off, its price will sink below its cost of production tempo- 
rarily, and producers will lose. 

Uncontrollable variatioris in the production of commodities will 
sometimes arise. This is particularly true in agriculture, where cli- 
matic conditions cannot be regulated by the producer. Good and 
bad harvests will occur, causing plentifulness or scarcity of crops, 
and corresponding fluctuations in their prices. If these changes are 
favorable to farmers, they will profit; if unfavorable, they will lose. 

Internal Sources of Pure Profits. — We may now turn to those 
sources of profits which affect only certain individual enterprisers, 
rather than all producers in an industry or group of industries. 
These arise from some economy or other advantage confined to one 
establishment or individual, which enables the enterpriser concerned 
to reap gains not shared by his fellows. We may call these internal 
sources of pure profits. 

One of the most important of these sources is the individual ef- 
ficiency of the enterpriser. A capable and skillful man may be able 
so to organize his production as to reduce his costs below those 
generally prevailing in his trade. This may result from more scien- 
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tific methods of management, greater ability in the handling of men. 
or other causes. Real organizing and executive ability is a rare hu- 
man quality. The man who is gifted with it can always keep ahead 
of his competitors. He sells his goods at the same prices which they 
obtain for theirs, but he keeps his costs lower. He reaps a differential 
surplus very similar to that obtained by the owner of superior over 
marginal land. This is probably the most prolific source of the profits 
of really successful business men. Their methods are always imitated 
by their competitors, so that the differential gains of the leader are 
continually threatened with extinction; but by the time the compet- 
ing producers have adopted one improved method, the skillful enter- 
priser has already inaugurated another, thereby maintaining his posi- 
tion in the lead. 

Another frequent source of profits is successful speculation. All 
business is carried on in anticipation of demand, and is. therefore, 
speculative. Costs have to be incurred in advance; future selling 
prices are somewhat uncertain. The man who can foresee a coming 
rise or fall in the price of a commodity, and buy or sell acc:ordingIy, 
can turn these fluctuations to his own advantage. Enterprisers who 
are not so well informed on market conditions* or who lack the ven- 
turesome spirit to engage in speculation, partly escape therefrom by 
contracting out or by hedging, shifting the burden of the risk to the 
shoulders of those who make speculation their business. This brings 
profits to the latter, the more conservative business men being then 
obliged to content themselves with smaller gains. Speculation is not 
always a source of positive profits, and it is quite possible that on 
the whole as much is lost as is gained by those who speculate. 

The introduction of novelties may often bring gains to a producer. 
For example, the manufacturer of toys at the Christmas season may- 
put on a clever innovation which finds popular approval. Tremen- 
dous sales follow, at a price well above the cost of production. The 
gain is but a temporary one, for in the next season other toy manu- 
facturers will adopt the same idea; but it is a substantial source of 
revenue when first introduced. In the clothing trades new styles may 
bring about similar gains; and in many other industries examples 
of this sort can be found. If the novelty does not take -well with the 
public, however, it may prove a drug on the market, and the ex- 
pense of introducing it may cause a loss. 

Successful hargainina; on the part of an enterpriser in the pur- 
chase of materials, the hiring of labor, or the securing of capital may 
be a source of profits. For example, a landlord should always obtain 
the full value of the use of his real estate as rent. However, this value 
is not always easy to determine in advance. Particularly in the case 
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of urban building sites, such as advantageous locations for retail 
stores in the heart of a great shopping district, it is difficult to fore- 
cast just what the productive possibilities are. The prospective tenant 
(an enterpriser) is more likely to know these possibilities than an 
owner. He offers for such a property a rent somewhat less than lie 
estimates its actual value to be. If he is able to strike a bargain with 
his landlord on such terms, the difference between the rent he pays 
and that actually yielded by the site goes into his pockets as profits. 
Similarly, employers are usually better informed concerning the 
market for labor than are the employees, and a skillful employer ran 
often secure his labor force at a wage somewhat less than the full 
value of their marginal product. If other employers are paying that 
full value, this employer will gain. It is similar with the purchase 
of raw materials. Any enterpriser who can secure supplies at less 
than normal rates has an advantage over his competitors which brings 
in pure profits. A poor bargainer, on the other hand, may pay more 
than prevailing rates for his means of production, and thereby suf- 
fer losses. 

Oood will is frequently a source of profits. By good will, as was 
explained in Chapter II, is meant the general esteem in which a 
business concern is held by the buying public, and which brings 
it patronage. Good will frequently makes it possible for a business 
man to obtain slightly better prices for his merchandise than his 
competitors. His established reputation and the general confidence 
of consumers in him makes them willing to pay slightly more for 
his wares rather than buy somewhere else, at lower prices, goods 
which may be similar, but in which they have less confidence. 

Advertising is another source of pure profits. By it good will can 
be established and so insistent a demand for a certain product can 
be built up that it can be sold in large volume at high prices in 
spite of competitors. Huge sums are nowadays spent in advertising 
campaigns in this country. Often these campaigns have proved to 
be extremely profitable to their promulgators. 

Financial manipulation is a type of business activity that has be- 
come very prevalent with the advent of the corporation. Mergers 
and consolidations, the promotion of new enterprises, and various 
types of financial wizardry have made many a fortune. A promoter 
sees an opportunity to consolidate several concerns into a monopoly 
or near it. For his services in bringing together the parties con- 
cerned he receives stock in the new corporation. This he sells for a 
good round sum after the consolidation is successfully launched. 
There are all sorts of stock juggling procedures, some of which were 
described in Chapter VI, which may be made the source of profits. 
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Some of these are legitimate, others border closely on fraud. They 
may also be associated closely with monopoly gains, which will be 
considered presently. 

Predatory activities of various kinds are to be found in the busi- 
ness world, which may prove very lucrative to those who take part 
in them. Some of the sharp financial practices mentioned above are 
of this sort. The adulteration of food or other goods, misrepresenta- 
tion, and downright fraud may produce profits. The principle in- 
volved here is that something is sold for what it is not, and the pur- 
chaser is fooled into paying a price for it as high as he would have 
had to pay for a genuine article or for one of better quality. The 
dishonest seller reaps the benefit of the difference. 

Transitory and Irregular Nature of These Profits. — Other 
sources of competitive profits doubtless might be enumerated, but 
the ones already described are sufficient to illustrate their general 
nature. The most noteworthy fact about all of them is that they are 
very irregular and transitory. All pure profits, in fact, rest upon in- 
constant and unpredictable business influences. This fact has already 
been mentioned; but it can hardly be overemphasized. Most business 
men are confronted with some degree of competition. All are eager 
to take advantage of such chances for gain as have been described. 
Hence, tvhen (positive) pure, profits appear at any point in the in- 
dustrial system, other producers seek to share in them either by en- 
tering the industry, or, if already established there, by imitating the 
methods of the successful individual. But the .influx of new pro- 
ducers into an industry where high gains are widespread brings such 
an increase in the supply of the commodities concerned that their 
price falls, causing the surplus gains soon to disappear; while the 
imitation of one successful producer by his less original competitors 
quickly makes his differential advantage the common property of 
all, and in the scramble for the business which ensues the surplus 
earnings are entirely eliminated. Only by keeping continually one 
step in the lead of the procession can any producer consistently keep 
his profits above wages of management and interest on his invest- 
ment year after year. Notwithstanding this leveling tendency on 
profits, the irregularities, the innovations, and the changes of all 
sorts in the industrial system are so numerous that the chances lor 
gain in any industry are never entirely wiped out, and almost al- 
ways some individuals are enjoying surplus profits while others, less 
successful, are barely able to meet their expenses, or are even suffer- 
ing loss. Pure profits are thus ever-present, yet fleeting: universal, yet 
irregular; enjoyed by a few always, by many for short periods, and 
to others — less capable, less adaptable, less alert — denied. 
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Monopoly Profits. — The analysis of profits up to this point has 
proceeded on the assumption that competition among the producers 
in each industry prevailed. It is increasingly true in modern times, 
however, that some restriction of competition approaching monop- 
oly is found in a considerable number of fields of production. Such 
monopoly is a fruitful source of pure profits. How such monopolies 
come to exist was set forth in earlier chapters, where we found the 
causes of monopoly to be: (i) a natural scarcity of some important 
resource found only in limited regions, such as diamonds; (2) econ- 
omies of large scale production which bring the costs of the monop- 
oly below those of possible small competitors; (f$) control of huge 
aggregations of capital which give the monopoly irresistible compet- 
ing power; (4) knowledge of secret processes; (5) legal grants, such 
as patents and franchises; (6) product differentiation. 

The amount of profits which can be made by pure monopolies is 
governed by the law of monopoly price, which was explained in 
Chapter XIV. We there learned that a monopoly cannot arbitrarily 
fix its price at a very high figure and continue to sell its product in 
undiminished quantity; for consumers will only buy a certain quan- 
tity at a given price, and the higher that price the less that quantity 
will be. If the price is very high, the profit on each unit of goods sold 
may be great, but the total number of sales will be so small that the 
aggregate profits will be less than if a lower price were charged. The 
monopoly must reckon with this, and govern its policy accordingly. 
If it takes full advantage of its control over the supply, it will fix its 
price at that figure which will make its marginal costs equal to its 
marginal receipts. The discussion of this rule in Chapter XIV suffices 
fully to explain the determination of monopoly profits. According 
to it, the maximum such profits will be limited by the demand for 
the commodity, and will be higher or lower as that demand is more 
or less inelastic. 

Few monopolies are complete. There are many producers who are 
in a position of monopolistic competition of one kind or another. 
These producers may be able to obtain slightly more than a strictly 
competitive price and yet less than full monopoly price for their 
goods. Their profits will be governed accordingly. The country 
hardware dealer, who has the sole shop of its kind in a rural neigh- 
borhood, is in such a position of semi-monopoly. Farmers must either 
buy of him or go to the expense and inconvenience of journeying to 
some other place to make their purchases. This enables the dealer 
in question to charge just a little more than he might be able to do 
if another dealer was in his community; yet not enough more to 
drive his customers elsewhere. Some of the factors already mentioned 
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as sources of competitive profits really bring gains to the enterpriser 
because they put him in a position somewhat near to monopoly. 
Good will is in this class. The mercliant who by successful advertis- 
ing, efficient service, or long-established reputation is able to build 
up an insistent demand for his wares can obtain a price somewhat 
better than his competitors, but less than a full monopoly price. 
From these simple examples up to huge combines which contiol 
almost the entire supply of a great staple commodity, all possible 
gradations can be found, with profits that vary from low to high ac- 
cordingly. Even in the case of a complete monppoly, however, the 
price may not be forced up to the point of maximum net returns, 
and profits will thereby be less than they might be. This may he 
the result of unwillingness to attract competitors into the field, of 
fear of retaliation by the public, or of governmental regulation. 

Summary 

The gains of enterprisers in industry are composed of three ele- 
ments, which together comprise their gross profits. These elements 
are: (i) payment for the enterprisers’ own capital invested in their 
businesses, ( 2 ) wages of management, and pure profits, which con- 
sist of any surplus earned above these two factors. Losses are negative 
pure profits. 

When an enterpriser puts his savings and his labor into a business 
of his own, he gives up the relatively certain interest which he might 
have obtained by lending out his funds, and the wages he might 
have earned as the employee of someone else, and accepts instead the 
uncertain earnings which he can make his business yield. In the long 
run, however, the average profits of an industry must return to the 
enterprisers gross profits at least equal to prevailing rates of interest 
and wages, or they will withdraw from the industry until the scarcity 
of its products brings higher prices, yielding profits that will pay 
these rates. For any one individual, and at any one time, however, 
interest on enterpriser’s capital and wages ol management are in- 
distinguishable from profits. The real problem of profits, therefore, 
is to explain pure profits — that is, to explain the individual devia- 
tions above and below interest on enterprisers’ capital and wages of 
management which are to be found in individual businesses from 
year to year. The theory which explains profits as a reward for risk 
is unsatisfactory for this purpose because it deals with average ratlier 
than individual profits, and because it is not certain that even the 
average profits of an industry vary directly with the risk involved; 
but it is true that some expectation of pure profit is necessary to 
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induce enterprisers to assume the risks and responsibilities of their 
position. 

If competition were perfect and there were no uncertainty in so- 
ciety, there would be no pure profits. Pure profits are due, therefore, 
to imperfect competition and to uncertainty. The enterpriser is in 
such a position that he acts as a buffer for the industrial system, upon 
whom all changes, irregularities, and fluctuations first fall. His in- 
come is more subject to such influences than the other distributive 
shares. If such influences are favorable, and he takes good advantage 
of them, he makes pure profits; if they are unfavorable, or if he is 
not skillful in adapting himself to them, he makes losses. 

Such irregularities and fluctuations which give rise to pure profits 
and losses may be classed as external (arising from conditions out- 
side a particular enterprise and affecting whole industries or groups 
of industries), and internal (arising from advantages enjoyed only 
by particular individuals). Among the external sources of pure profits 
are: (1) a general rise (or fall) in prices; (2) a rise (or fall) in the price 
of a particular commodity due to an increase (or decrease) in the 
demand for it; (3) uncontrollable variations in production. Among 
the internal sources of pure profits are: (1) individual efficiency (or 
inefficiency) of the enterpriser; (2) successful (or unsuccessful) specu- 
lation; (3) the introduction of novelties; (4) successful (or unsuccess- 
ful) bargaining; (5) good will; (6) advertising; (7) financial manipu- 
lation; (8) predatory activities. Profits arising from these sources are 
transitory, tending always to be eliminated by the attraction of new 
enterprisers into profitable trades, or by the imitation of successful 
by less original business men. 

Where a monopoly controls the production of a commodity it can 
obtain surplus profits by raising the price. The maximum profits so 
obtainable are limited by the law of price under pure and monop- 
olistic competition. All gradations of profits from the competitive 
level up to full monopoly returns are to be found. 
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Chapter XXIV 


CONSUMPTION 


A. The Meaning of Consumption 

Consumption Defined. — The commodities and services which 
man produces afford certain utilities or benefits for his enjoyment. 
In obtaining these benefits the goods are used up and destroyed. 
Services, such as those of the v^alet or musician, exist for but an in- 
stant, and then are gone. Our clothing is worn out in a few weeks 
or months, and must then be discarded. Even the houses we live in, 
durable as they are, gradually weaken and crumble or decay, neces- 
sitating occasional repairs and' eventual abandonment. All wealth 
except land is destructible, and even some of the latter's most useful 
qualities, such as fertility, can be exhausted. In short, in using goods 
we consume them. For this reason, the use of economic goods in the 
gratification of desires is known as consumption. 

Consumption may be either direct or indirect. We directly con- 
sume the food which we eat; that is, we obtain satisfaction from it 
immediately in the very process of using it. In preparing this food, 
however, certain materials were used which did not immediately 
gratify anyone's desires. Perhaps it was cooked by gas; the burning 
up of this gas afforded no direct enjoyment; it was merely a pre- 
liminary step. In the manufacture of the gas, coal was used; this use, 
again, did not yield immediate satisfactions. The consumption of 
both the gas and the coal was indirect. Tlie utilization of consumers' 
goods, such as clothing, dwelling houses, newspapers, pleasure auto- 
mobiles, and so on, is direct consumption. The utilization of pro- 
ducers’ goods, such as raw materials, natural resources, tools, factories, 
office buildings, and so on, is indirect consumption. 

Of these two, it is direct consumption that is most significant for 
the study of the economic process: for producers* goods are only con- 
sumed in order tliat they may yield consumers’ goods: and it is upon 
the demand for the latter that the direction and cfiaracter of produc- 
tion very largely depend. Consumers decide what things they want 
and they buy accordingly; producers cater to them. Hence, tlie 
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choices of ultimate consumers exercise an important influence upon 
economic life. It is these choices which we now seek to analyze and 
explain. In using the term consumption, therefore, economists gener- 
ally refer to direct consumption, unless the contrary is expressly stated; 
and it is with direct consumption that the present chapter deals. 

The Twofold Relation between Consumption and Production. — 
From one point of view, consumption can be regarded as the end 
and goal of all economic activity. This was implied in what has just 
been said about the controlling influence exercised by consumers’ 
choices upon production. Men are placed in the world with various 
desires, partly inborn, partly acquired. Certain commodities and 
services are necessary to gratify those desires. Therefore, men pro- 
duce those commodities and services. Not only do desires drive men 
to the onerous exertions of production, but they determine what 
things shall be produced. Each individual governs his consumption 
according to his desires and to his means. So demands arise. Pro- 
ducers, in their quest for the best opportunities for gain, bring forth 
supplies of goods in response to those demands. Production in this 
way is governed and directed by consumption, which is the end of 
the process. 

From another point of view, consumption can be regarded as the 
beginning. According to this, production is conceived of as the end, 
to which consumption is only a means. Writers who favor this way 
of looking at consumption point out that productive activity is a 
natural outlet for human energy, and they conceive of creative work 
as part of the purpose of human existence. They believe, also, that 
in the competition and struggle for existence that characterizes all 
life, those individuals and those peoples will be strongest and most 
likely to survive whose production is most efficient. To produce, 
then, becomes the aim of economic life, and consumption is the 
means tq production. To be an efficient producer one must be well 
fed, well clothed, and well housed. Not only that, but he must be 
provided with sufficient recreations and comforts to keep the body 
sound, the mind alert, and in good spirits; but not with so much 
luxury and ease as to enervate and demoralize. From this point of 
view, our standards of consumption could be judged by their pro- 
ductive results. If our consuming habits were such as to maintain 
vigor and keep us producing to our fullest capacity, they would be 
economically efficient; if they were such as to make us indolent and 
unproductive, they would be economically wasteful. 

Pure and Applied Economics in Relation to Consumption, — 
Which of these two points qf view is correct? Is production the means 
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to the end of consumption, or is it the end to which consumption is 
the means? Do we produce in order that we may consume, or con- 
sume in order that we may produce? The answer to these questions 
depends upon the purposes we have in mind in making a study of 
consumption. We can better appreciate this if we recall the distinc- 
tion between pure and applied economics which was made in the 
first chapter of this work — a distinction which has sometimes been 
ignored by other writers in discussing consumption. Pure economics 
seeks merely to describe and explain things as they are; applied eco- 
nomics seeks to use the findings of pure economics in promoting hu- 
man welfare. Pure economics would therefore ask such questions 
about consumption as: What things do people consume? Why do they 
consume these things? How does this consumption affect production 
and other economic processes? Applied economics would ask: What 
things ought people to consume? How can one direct his expendi- 
tures most economically? What standards of consumption will best 
promote the welfare of society? How can we control consumption so 
as to realize these standards? 

From the standpoint of applied economics, it may be better to re- 
gard consumption as a means to the end of production- If we are 
seeking to control consumption in the interest of the general welfare 
we must look at it from a philosophical or moral point of view. Per- 
haps men ought to work for the work’s sake, and to consume only in 
ways that will enable them to work most effectively. In an ideal so- 
ciety perhaps this might be realized, and, if we are seeking some 
criterion to test the economy or waste in our present consuming 
habits, it is a rule which we may apply. 

But from the standpoint of pure economics, we shall get further 
toward an understanding of economic processes as they are if we look 
upon consumption as the end to which production is the means. 
Consider, for instance, the attitude of most workers toward their 
employment. While the labor of some persons is attractive in itself, 
that of the great mass of mankind is not so. For the “working classes” 
labor is a means undertaken not for its own sake, but to provide 
consumable goods. The desire for consumable goods is for most per- 
sons the force which leads them to produce; and, as has already been 
shown, it is the choices which consumers make that guide production 
into its established channels. This is the point of view from which 
the subject will be approached in the present chapter, for we are 
concerned only with pure economics. We are seeking to learn how 
the industrial system works — not how it may be improved; hence 
we want to know what standards of consumption govern the choices 
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of consumers, and what part these choices play in controlling pro- 
duction. It would be interesting to go further and criticize our pres- 
ent standards of consumption, testing how' well they promote pro- 
ductivity. and how they might be improved. To do this would carry 
us beyond the bounds of pure economics, to which this volume is 
confined. However, in showing how consumption serves as a guide 
to production, it will be necessary to point out some of its effects 
upon our wealth and income; and in doing so it will be impossible 
to avoid some of the applied aspects of the subject. This discussion 
will be merely incidental, however, and not the primary object of 
our study. 

Consumers and Producers. — We often hear consumers and pro- 
ducers spoken of as if they were two different classes in the com- 
munity. For instance, there are consumers’ leagues, and consumers’ 
cooperative societies, organized to promote the interests of con- 
sumers and to protect them against exploitation by producers. Again, 
low prices are supposed to be favorable to consumers, and high prices 
to producers. In fact, however, taken collectively, producers and con- 
sumers are one and the same set of people. That is, every produc er 
is also a consumer; and most adult consumers are producers. There 
is not one group of persons who are producers, and another group 
who are consumers. The interests of producers and consumers as a 
whole, therefore, are the same. But while an individual usually pro- 
duces (or helps to produce) only one commodity, he consumes a 
great many., His individual interest as a producer of that commodity 
is, therefore, different from his interest as a consumer of other com- 
modities. It would benefit him, for instance, if he could keep the 
price of his commodity high, while that of other commodities re- 
mained low; for by this he would be able to consume relatively 
much of the produce of others’ labor, while tliey would be able to 
consume less of his produce. It is obvious, however, that all pro- 
ducers cannot play this game simultaneously, for they are all con- 
sumers of each other’s goods. Taken as a whole their interests are 
identical; all will benefit by general abundance of production, and 
all will lose by its curtailment. Looking at the matter broadly, there- 
fore, it cannot be said that the interests of producers are different 
from those of consumers. 

There are some consumers, however, who are not producers. 
These are the children, the old, weak, and infirm, the dishonest, the 
leisure class, and all those persons whose activities were descrifjed in 
Chapter II as unproductive. Only of these would it be correct to 
speak of as a ‘‘class” of consumers as distinct from producers, and to 
say that their interests were divergent. 



CONSUMPTION 


5S1 


B. The Nature of Consumers’ Choices 

Desires, Scarcity, and Choice. — It is a first principle of consump- 
tion that human desires are unlimited. It is almost impossible to 
conceive of completely satisfying every possible desire. It is doubtful 
if even the multimillionaire has so much of the world’s goods that he 
could enjoy no more. Even if we admit that one man’s wants might 
be satisfied in full, it will nevertheless remain true that the total de- 
sires of all the people in our country are so far from complete ful- 
fillment that, for all practical purposes, we can think of these desires 
as infinite. There is no danger that we might have so much wealth 
that we could find no use for it all. We may take it as established, 
therefore, that the consuming power of a community is indefinitely 
great. 

Over against this enormous multitude of desires for goods we must 
set the fact that goods are scarce. Nature’s resources are limited, and 
man’s productive power likewise. Hence our utmost output of com- 
modities and services must fall far short of giving us all the income 
we would like to have. We must therefore choose between those 
things which we will produce, and those which we will go without. 
If we use our land, labor, and tools for one thing, we cannot use 
them for something else; we must somehow select those desires which 
appear to us most urgent, and deny gratification to the rest. 

Every consumer is continually making such choices. He has a cer- 
tain amount of income to spend. He must apportion it in the man- 
ner that seems to him best. If he buys a house, he may have to give 
up the automobile he had hoped to possess. If he spends his money 
on clothes, he may have to economize on food. So, he expresses liis 
choices in the market, and contributes to the demand for the com- 
modities in question. We have already learned that production fol- 
lows demand. It remains, therefore, to see what governs the choices 
of the individual to complete the analysis. 

The Consumer’s Freedom of Choice. — In most modern com- 
munities the consumer is free, nominally at least, to choose what 
goods he shall buy. That is, no government or autocrat tells him 
what he shall consume and what he shall not. How he shall spend 
his income is his affair. We take this for granted; but it is easy to con- 
ceive of a society where consumption would be rigorously controlled 
by the state. Styles might be set by law, menus might be established 
with just the right proportions of the various food elements to main- 
tain us at maximum health, housing conditions could be supervised 
in great detail, amusements and reading matter could be severely 
censored so as to inculcate in the minds of the people only those 
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thoughts which it was deemed best for them to receive, and so on. 
In fact, totalitarian governments (and even democratic ones in war- 
time) may control consumption to a very considerable degree. Dur- 
ing both the World Wars, raw materials were definitely allocated to 
this or that industry in this country, production of certain fancy 
breads and sweetmeats was sharply curtailed, sugar was rationed in 
doles, and many similar measures were taken. Even in time of peace 
there is some regulation of this sort. The prohibition amendment, 
formerly in effect in the United States, practically put a ban on the 
consumption of alcoholic drinks; housing laws prescribe that people 
shall not be allowed to live in certain conditions deemed detrimental 
to the public health; .the use of such narcotics as opium and cocaine 
is banned; the purchase and sale of firearms is restricted; and so on. 
Nevertheless, the number of such regulations is few, and there is a 
strong public feeling against sumptuary legislation (as laws con- 
trolling consumption are called). There is a general adherence to the 
principle that the consumer should have full liberty of choice in his 
expenditures. Any wide departure from this principle, in fact, would 
undermine the whole system of free enterprise and usher in a regime 
of communism. ' 

Limits to the Consumer’s Freedom of Choice. — While under the 
present system there are few formal restrictions upon the consumer’s 
freedom of choice, that freedom is nevertheless limited by certain 
circumstances inherent in economic life. 

In the first place, the range of choice open to consumers is limited 
by the productive power of the community. This depends upon the 
abundance and richness of their natural resources, the energy and 
discipline of the people, the amount of productive equipment they 
have succeeded in accumulating, and the excellence of their pro- 
ductive technique. Among primitive peoples, whose industrial sys- 
tem is not highly developed, the output of goods is not much more 
than sufficient to provide them with the bare necessities of life. The 
kind and quantity of food, clothing, and housing they can enjoy is 
determineci largely by the vagaries of climate and natural wealth, 
the success of the day’s hunting and fishing, and the productivity of 
their crude implements and methods. They can enjoy but few lux- 
uries, and their range of choice must necessarily be very narrow. 
Among highly civilized peoples, however. living in a region of fav- 
orable climate and rich natural resources, with science and invention 
well developed, and plenty of invested savings, the annual product 
of industry is enormous, and affords a large surplus over the mini- 
mum needs of existence. Such people can enjoy a great variety of 
luxurious goods, and their range of choice is very wide. 
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However, even though consumers in general may have a wide range 
of choice, particular consumers may find their choices limited nar- 
rowly by the smallness of their incomes. With the great inequality 
of incomes which prevails in modern communities, the range of 
choice open to different consumers is very unequal. In the markets 
of commerce one person’s dollar is as good as another’s; he who has 
the most dollars, therefore, can control the most goods. The poor 
man,, with his meager earnings, must spend them all on the neces- 
saries. He has very little freedom of choice. The rich man, on the 
other hand, has spread out before him a multitudinous variety of 
possibilities in the way of diet, clothing, home furnishings, enter- 
tainment, literature, art, travel, and a thousand and one other things. 
He has a liberal range of choice. Since production follows demand 
rather than need, it is the choices of those consumers, who have the 
most purchasing power, that exercise the greatest control upon pro- 
duction. 

Some writers lay considerable stress, also, upon the power which 
the producer has to influence the choices of consumers. People are 
easily led, a well-conducted advertising campaign can stimulate buy- 
ing, and a clever salesman can cajole his victim into purchasing 
where the latter had no intention of doing so. It is alleged that these 
facts make the consumer’s freedom of choice more apparent than 
real. Yet, although admitting that these acts upon the part of pro- 
ducers exercise a considerable effect upon the market, it remains 
substantially true that the consumer makes his own selection. Al- 
luring as may be the advertisement to smoke one brand of tobacco, 
there is right beside it an equally strong appeal to choose another; 
and if the consumer is bombarded with literature aimed at convinc- 
ing him he should eat more dairy products, this is offset by just 
as strong a campaign to persuade him to eat more fruit. So, after 
all, he is forced to choose, and his decision is the controlling in- 
fluence in the end. Moreover, no matter how well advertised a com- 
modity may be, if it has not some quality xvhich consumers like, it 
cannot have a permanent market. Advertising and salesmanship, 
therefore, while they influence consumers and help them in their 
buying, do not destroy their freedom of choice. 

We may conclude, then, that within the limits set by the com- 
munity’s production, and by the income of the individual, each per- 
son has substantial liberty to direct his own consumption. But this 
does not mean that he is an absolute dictator of his own desires, 
making his decisions independently without being influenced by en- 
vironing circumstances. There is no absolute freedom of will in that 
sense. On the contrary, one’s choices are the natural reaction of 
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certain tendencies within the individual to the external situation in 
which he finds himself. They are, therefore, as much subject to 
scientific laws as any other natural phenomena. We do not yet know 
as much about these laws as we do about some others, but there are 
a few things that can be said about them. 

The General Mechanism of Consumers’ Choices. — The problem 
raises the whole question of economic motives a,nd their place in 
human behavior. To discuss this adequately would require a treatise 
on psychology. Since it is impossible to do justice to the subject in 
these few paragraphs, we must be content with a few simple ob- 
servations. According to the findings of psychologists, human be- 
havior is the result of stimuli from the environment acting upon the 
innate equipment of instincts, appetites, and emotions with which 
we are endowed at birth. The child sees a flame — that is the stimulus. 
Curiosity, one of his innate impulses, leads him to touch it. He ex- 
periences the feeling of pain. Thenceforth the sight of the flame will 
recall the sensation of discomfort, and he will avoid touching it. As 
he goes on through life he meets other stimuli — the sight, fieel, odor, 
or sound of objects and movements about him, the instructions, ad- 
monitions, and punishments of parents and teachers, the attentions 
and associations of relatives and friends, the customs and conven- 
tions of the social group in which he is placed, and so on. As a re- 
sult, his reactions become more complex; much of his behavior loses 
the spontaneous, instinctive simplicity of his first experience with 
the flame, and becomes intricate, building up habits which control 
his conduct quite unconsciously. In a new situation, however, he is 
called upon perhaps to make a conscious choice between conflicting 
stimuli. Here his decision may be more or less deliberative, depend- 
ing on the circumstances. More often, past choices already crystal- 
lized into habits guide him without the necessity of his thinking 
much about the matter; or he accepts by imitation the choices that 
have been made for him by the conventions of the society in which 
he lives. 

The choices which a consumer makes in deciding what to buy, and 
what to do without, conform to these general principles. He has his 
individual instinctive nature, and habits acquired by experience and 
imitation. He finds himself confronted by a great variety of tempt- 
ing wares among which he must choose. Shall he buy a new hat. go 
to Bermuda, purchase a radio set? In deciding he is influenced by a 
variety of motives. Advertising, by appeals to deep-seated impulses, 
builds up a strong desire for this or that commodity; a new fashion 
affected by his social set compels him to fall into line to keep “in 
the swim”; things to which he has always been accustomed he will 
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continue to use; some new article finds a particularly responsive note 
in some peculiar trait of Iiis character; and so on. In making his 
selection, there is often opportunity for him to exercise his indivichi- 
ality, but it is conspicuously true that to a very considerable degree 
he will be governed by habits, and that much of what he buys will 
be impressed upon him by the customs of the people with whom he 
associates. The general direction of his purchases is socially de- 
termined. So, his consumption becomes more or less crystallized into 
a mold, based on acquired habits and social conventions. We express 
this idea by saying that he has a definite standard of living. 

Standards of Living. — By a standard of living is meant an estab- 
lished, customary mode of consumption. The term is used mostly to 
mark off the different ways of life that prevail among the various 
social classes; it conveys the idea of a general level of prosperity. It 
is usually measured in terms of the amount of income that each class 
has to spend. The rich are supposed to have a liigher standard than 
the poor because they have more goods at their disposal, regardless 
of whether they use their wealth wisely or ill. But our present con- 
cern is not so much with the general level of income represented by 
a standard of living; we are interested in the actual goods that go 
to make it up. The important thing for the problem of income is 
that people have adopted certain ways of living which control the 
commodities that they desire and the choices that they make. If they 
are used to a certain kind of a house, to certain kinds of food, to 
certain sorts of dress, and to certain types of recreation, they will 
direct their consumption according to those standards. 

It is characteristic of one’s standard of living that it is an estab- 
lished, customary thing, which has been assumed more or less un- 
consciously. The individual does not sit down and devise the mode 
of life which he ought to adopt, and then proceed to adopt it. Often 
he is not even aware that he has a standard of living, or at least has 
given the matter very little thought. He just grew into it, having 
acquired it by the home life in which he was brought up, by as- 
sociation with his fellows, and by all the other contacts of his every- 
day doings. Some writers have tried to formulate a theory as to how 
the standard is established in the first place; but their ideas on the 
subject can be little more than conjecture. The important fact is 
that the standard is here, and that it governs consumption in a gen- 
eral way. If linen collars prevail in our social group, we will buy 
them. In other groups where this luxury is not regarded as impor- 
tant, it will be dispensed with. In almost every phase of our lives 
the standard broadly prescribes the goods which we must choose, and 
we accept, more or less willingly, these ready-made choices. It is, in 
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fact, inconceivable that we should make every choice independently 
and individually in our consumption. It would be too great a tax 
on our minds- To accept the conventions in which we are placed is 
an economy of effort, conserving our intellectual energy for more 
important decisions. Custom, then, as embodied in the established 
standards of the various social groups, is a powerful determinant of 
consumption. 

It is characteristic of standards of living that they are clung to 
with great persistency. We had occasion to note this fact in the dis- 
cussion of wages. It was there shown (Chapter XX) that if the in- 
come of a group of workers falls so low that it makes difficult the 
maintenance of their standard, they will forego the begetting of 
children rather than sacrifice the method of living to which they 
have become accustomed, until scarcity of their numbers causes the 
wages of their group to rise. In this way there is some tendency for 
the supply of labor of different grades to adjust itself roughly to 
the demand for it, so that the resulting wage will permit their ac- 
customed standard of living to be maintained. So an individual will, 
after supplying himself with the barest necessities of existence, de- 
vote his expenditures first to those goods which are regarded as es- 
sential to the standard of his group. Only if he has a surplus above 
this will he extend his consumption to other commodities for which 
he has an individual liking. In fact, what has come to be a fixed part 
of the standard is thought of as a necessity, and persons will often 
deprive themselves of things which an outsider might consider more 
important, rather than give up some conventional thing. So, we find 
persons who starve and otherwise injure themselves to “keep up 
appearances.” This indicates that it is largely the desire for the ap- 
proval of one’s fellows that causes standards of living to be clung to 
with such tenacity. We shall have occasion to discuss this point more 
fully presently. 

In the course of economic development, as the progress of science 
and invention increases the efficiency of production, assisted by im- 
provements in the quality of the people and habits of thrift leading 
to a growth in productive equipment, the income of a people rises 
and makes possible a parallel betterment of the standards of living 
prevailing among them. This will only be true, however, if the 
progress in production is more rapid than the growth of population; 
otherwise the increase in numbers will absorb the enlarged output 
of industry, leaving per capita income no greater than before. Such 
an increase in income may be devoted in part to additional savings; 
but a considerable portion of it is pretty sure to be directly con- 
sumed, and the people thereby enjoy more goods than they have 
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previously been accustomed to. In time they will become so accus- 
tomed to the new luxuries that these will constitute an established 
part of their standards of living, and will be clung to with as much 
persistency as the more elemental necessities. There is continually 
going on a process of getting used to new luxuries, their gradual 
adoption into everyday life, and then their passing over into the 
category of conventional necessaries. So, permanently higher stand- 
ards of living become fixed, and the persons who are concerned will 
do all in their power to maintain them. On the other hand, a de- 
cadent civilization, or some great catastrophe, may reduce the in- 
come of a people and so force their standards of living downward. 
In time they will become used to the lower level, and commodities 
which they formerly thought of as necessaries will now be regarded 
as luxuries. 

Upward and downward changes in standards of living, such as 
these, may not only happen to whole peoples, but there is a similar 
shifting within the various industrial groups of a nation. As the 
wages or other incomes of this or that group rise or fall, in response 
to changes in the demand or supply for their products, they will feel 
a tendency for their standards of living to be raised or depressed. If 
the tendency is upward, the group will soon learn to accustom them- 
selves to new ways of spending, and will assume a higher level of 
consumption. If the tendency is dowmward, and the group is unable 
to resist it, they will be forced to curtail their consumption, and will 
learn to accept the new conditions. 

Prestige and Imitation in Consumption. — The desire to be a 
leader, to receive the admiration and applause of one’s fellow men, 
appears to be one of the most deep-seated characteristics of human 
nature. It undoubtedly affects strongly the habits of consumption of 
both the higher and lower economic strata of the population. To 
appear great in the eyes of others is one of the strongest of the 
motives which lead men to seek great wealth, among both primitive 
and more civilized peoples; consequently those who possess unusual 
riches are likely to use them in ways that will attract attention. Tliis 
accounts for many of the methods of consumption adopted by the 
more well-to-do. Among certain primitive tribes there used to be a 
peculiar custom known as the “pot latch.” It consisted in some 
wealthy chief, who had accumulated a great store of valuable blan- 
kecs or other goods, inviting his friends to a feast, whereupon he 
gave them blankets and other wealth in reckless generosity. They 
were expected, in turn, later to be equally generous, or be disgraced. 
The purpose of these “pot latches” was apparently to display wealth 
and to demonstrate the superiority in riches of the giver; for if one 
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could give so much that others who were poorer could not equal the 
performance, one’s prestige among one’s people was greatly enhanced, 
and unsuccessful competitors lost caste.^ In modern communities 
we have a similar phenomenon, which Professor Veblen has cleverly 
called “conspicuous consumption.’’ 'To possess the most elaborate 
residence in one’s community, to drive the most expensive automo- 
bile, to give away huge sums to charity, to wear silk clothing and 
rare jewels, to go to Florida to spend the winter among “the elite,” 
and to indulge in the countless other more or less subtle ways of 
displaying wealth commonly practiced by the rich, is to acquire an 
“invidious distinction” which sets one above one’s fellows. It is this 
desire for social position that prompts many of the modes of con- 
sumption adopted by the rich, rather than any direct enjoyment 
which they get from the use of the goods they buy. 

Among the less well-to-do classes, the same motive expresses itself 
in imitating the consumption of the rich. Even if one’s income is not 
as large as that of the millionaire, if one can do some of the things 
that he does with his money, one can acquire something of his glory. 
So, the working girl stints herself to acquire her fur coat and her 
cheap jewels, the poor have their expensive weddings and funerals, 
they copy the clothing styles of the social “four hundred,” and so on, 
for the sake of prestige, when, oftentimes, they might better spend 
their money for some more pressing physical need. But here we are 
treading on dangerous ground, for who shall say that the craving of 
human nature for distinction is any less important than that for 
proper nourishment or other bodily and mental needs? We had 
better leave that question to the moralist, and content ourselves 
with the strictly scientific observation that, through the influence of 
imitation, a considerable part of the standards of living of the poor are 
impressed upon them from above, by the conspicuous modes of con- 
sumption of the rich. 

Rational Choice and Marginal Comparisons in Consumption. — 
So far, our discussion shows that, within the limits set by the pro- 
duction of the community and the size of his income, the individual 
is free to choose how he shall direct his consumption; but that, in 
making these choices, he is governed by the general laws of human 
behavior, and is especially subject to such influences as the physical 
needs of his being, his accustomed standard of living, the conven- 
tions of society, and the prestige which his expenditures give him 
in the eyes of his neighbors. Given these influences, can we go 
further and lay down any general rule as to how, in detail, he will 

1 I am indebted for this illustration to an unpublished manuscript by Dr. W. 
Christie MacLeod. 
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apportion his income among the range of goods available to him in 
the market? It is at least possible to describe how he would make his 
expenditures if he acted rationally. That is, we can say what mode 
of expenditure would bring him the maximum amount of gratifica- 
tions which his income could afford. Let us begin with the assump- 
tion that each individual is an “economic man,’' who spends wisely, 
seeking always the greatest amount of benefit for his money. How 
would such a man direct his consumption? 

In the first place, different goods would have for him diflferent 
utilities. By utility we mean here (as always in economics) the power 
which a good has to gratify his desires, taking into consideration all 
the factors that influence those desires, as above described. One good 
he might desire for its nutritive elements, another for its ability to 
confer prestige upon him, another because the conventions of his 
social group demand it, and another because he has become used to 
it — he accepts it unquestionably as a part of his standard of living. 
We can think of him as making a comparison of these desires, and 
arranging the various goods which he might buy in a scale accord- 
ingly, beginning with those which he considers of most importance 
and ending with those of least. 

But here we come upon a second consideration which complicates 
the calculation; namely, the fact that the utility of a good varies with 
the quantity of it which we have in our possession. According to the 
law of diminishing utility, the utility of economic goods diminishes 
as additional units of them are consumed. That is, if we have but 
little of some desired commodity, our desire for more of it may be 
great; but if we already have a considerable quantity, we will be less 
eager to increase our stock of it. A person may consider one house 
a necessity, but a second he might regard as of less importance than 
an automobile. To show the effect that this principle would have on 
carefully planned expenditures, imagine a housewife who has just 
20 dollars a week to spend upon food and clothing for herself and 
family. A small amount of each will be absolutely necessary. More 
of each, not only in quantity, but in quality and variety, will in- 
crease the enjoyments derived from them. Each additional amount 
spent for food will make possible tenderer cuts of meat, more expen- 
sive vegetables and fruits, and she can set a much better table. Also, 
each additional expenditure for clothes will make possible better 
materials, better styles, more changes of garments, adding to the 
comfort, self-respect, and prestige of the wearers. In both cases, how- 
ever, the law of diminishing utility will manifest itself. Buying 
more food or clothing, after a certain point has been reached, will 
not bring proportionate increases in satisfaction. After a certain 
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minimum of food and clothing has been secured, spending more 
upon them will add less and less to the enjoyments of the family, 
until, if more money is available, it becomes a question whether it 
would not be preferable to use some of it for something else, rather 
than to improve still further the diet and dress. 

We can illustrate the situation by the accompanying diagram. In 
Figure 6i the numbers along the horizontal axes (OX and O'X') de- 
note increasing expenditures for food and clothing, respectively, and 
those on the vertical axes (OY and O'Y') the units of utility derived 
from each additional purchase. For instance, when ii dollars per 



Figure 6i. Marginal Comparisons in Consumption, 


week is spent for food, 8 units of utility are assumed to be obtained 
from the eleventh dollar, and 6 more units would be derived if the 
expenditure was increased to 12 dollars. When 7 dollars per week 
is spent for clothing, 8 units of utility are derived from the seventh 
dollar, and 6 units would be added by increasing the expenditure 
to 8 dollars. 

Under these circumstances, how can the housewife best apportion 
the 20 dollars weekly which she has for food and clothing? If slie 
calculates wisely, she will spend 12 dollars weekly for food, and 8 
dollars for clothing; for by so regulating the family consumption 
more utility will be derived than from any other combination. Sup- 
pose, for instance, that she purchased only i 1 dollars’ worth of food 
and spent the remaining 9 dollars for clothing. The two curves show 
that the last dollar so spent for clothing brings in only 5 units of 
utility, whereas the extra food which could have been bought with 
that dollar would have yielded 6 units. It would be wiser, there- 
fore. for her to economize a little on clothing and spend the differ- 
ence on food. Suppose she experimented in the other direction, and 
spent 13 dollars for food and only 7 dollars for clothing. In that case 
she would again have done unwisely; for the curves indicate that the 
last dollar spent on food yields less utility (4 units) than would have 
been derived from a dollar more spent on clothing (6 units). When 
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she spends just 12 dollars on food and 8 dollars on clothing, there- 
fore, the utility obtainable from her 20 dollars is at its maximum. 

What principle does this illustration disclose? It is to be observed 
that the total utility derived from the expenditure is greatest when 
the utilities of the last dollar spent for each are equal (in the example, 
the twelfth dollar spent for food and the eighth spent for clothing 
each yield 6 units of utility). The utility of the last unit of a series 
of goods consumed is known as the marginal utility of those goods. 
More precisely stated, the marginal utility of a given quantity of 
goods is the amount of utility dependent upon a single unit of them. 
When the housewife consumes 12 dollars’ worth of food per week, 
its marginal utility is that obtained from what can be purchased 
with a single dollar, and can be determined by the satisfactions of 
which she (and her family, in this case) would be deprived if she had 
one dollar’s worth less food. In this case, a dollar less spent for food 
would deprive the family of 6 units of utility; that, then, is the 
marginal utility of the food to them, when they buy 12 dollars’ worth 
of it. The marginal utility would be greater if they had less food, 
and less if they had more. Our analysis of the food and clothing leads 
to the conclusion that when the apportionment of a given amount 
of money between two different commodities yields equal marginal 
utilities for a dollar of expenditure, the maximum utility obtainable 
from that amount of money is reached. 

This principle can be extended to all the expenditures of a con- 
sumer. If he weighs carefully the goods he purchases with each dol- 
lar, he will never spend a dollar for one commodity if he derives less 
enjoyment from it than he might have obtained if he had used the 
dollar to purchase something else. If, by buying a little less of this 
and a little more of that, he deprives himself of less satisfactions from 
the one than he would obtain from the other, it will be to his ad- 
vantage to take that course. He will find that as he increases his con- 
sumption of any good, its marginal utility will fall, so that he will 
do better to turn the next portion of his money income to the pur- 
chase of something else, and so on, until it is all apportioned in the 
manner that will bring in a maximum of total utility. This will be 
achieved when he has so regulated his purchases that the utility of 
the final dollar’s worth of every commodity that he buys is equal. 

There is, therefore, a margin in the consumption of every good 
which marks the point beyond which it is uneconomical to con- 
sume more of it, A rational consumer would endeavor to find this 
margin for each commodity that enters into his consumption and 
govern his expenditures accordingly. We may say that an economic 
man will spend according to his margin of consumption, which is 
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that point in the utilization of all the goods he enjoys where a dollar 
buys goods of equal marginal utility. 

Utility and Disutility in Consumption. — There is another mat- 
ter which a perfectly economic man would have to consider in regu- 
lating his consumption. Not only would he have to measure the mar- 
ginal utility of one good against that of another, as above explained; 
but also he would need to balance the gratifications derived from his 
income as a whole against the pains and discomforts of acquiring that 
income. The principle of diminishing utility applies not only to 
the consumption of individual commodities, but also to one’s in- 
come as a whole. Hence, although our desires are unlimited, it is 
true that, as the size of our income increases, the enjoyment we get 
from each addition to it does not increase proportionately. Ten 
thousand dollars a year brings us more utility than five thousand dol- 
lars; but scarcely twice as much. On the other hand, the difficulty 
of obtaining a very large income is, for any particular individual, 
greater than it would be for him to obtain a small one. Most persons 
secure their incomes by working. The longer the hours and the 
more energetically they work, other things being equal, the more 
they will earn. To work a little bit, in am easy-going manner, is not 
very unpleasant. To work long hours at a hard pace is extremely 
arduous. It involves three elements of disutility. There is, first, the 
fatigue and monotony of the work itself, trying to the muscles aitd 
nerves, and involving all the ennui of continued application to one 
kind of activity. Secondly, it deprives the individual of the oppor- 
tunity for consumption. One cannot consume very much or very 
pleasantly while at work (as most occupations today are carried on); 
of what use is it, therefore, to pile up extra income beyond a cer- 
tain amount, il there is no time to enjoy it? Finally, it involves a 
sacrifice of leisure. One must make a choice between more goods, 
or more rest and recreation; and there comes a point where the loss 
of leisure does not compensate for the extra goods. The net result 
of these conditions is that, as one strives to increase his income, the 
disutility of obtaining it grows. 

Such being the case, a rational individual would seek to balance 
the utility of consuming his income against the disutility ot accpiir- 
ing it. He would stop working at that point where the utility of an 
additional installment of income was exceeded' by the disutility 
necessarily suffered in securing it. 

Obstacles to Rational Choice. — The above considerations enable 
the economist to say what constitutes true ec onomy in consumption, 
from the individual’s point of view. True economy is attained when 
a dollar spent for any good brings in no less utility than it would 
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have brought in if spent for any other good, and when the last in- 
stallment of income obtained is just balanced by the disutility of ac- 
quiring it. Do these principles also explain how human beings 
actually do govern their expenditures in real life? They show how 
a perfectly “economic man” would spend his money; but are we 
“economic men”? Some writers have answered in the affirmative, 
and have set forth the foregoing principles as an explanation of how 
consumption actually is controlled. Others have vigorously denied it, 
asserting that it is contrary to what we know about the nature of 
human behavior. The truth probably lies somewhere between these 
two points of view. Men are neither wholly rational, nor yet wholly 
irrational; they are not truly “economic,” yet not entirely “uneco- 
nomic,” 

As consumers they appear to be less subject to the influence of 
pecuniary calculations than as producers. A business enterpriser 
watches with care the prices at which he buys his materials and those 
at which he sells his product, and endeavors to get the greatest in- 
come he can with the least expenditure; but the very same individual 
may spend that income in a far less rational way. The truth is that 
consumers are often whimsical, thoughtless, and foolish. They spend 
frequently without plan or consideration of whether they are getting 
the greatest possible satisfaction from their money. Hence, while 
we can properly base an analysis of production and income sharing 
on the general assumption that business men will follow the oppor- 
tunities for greatest returns and lowest costs, we cannot assume that 
the individual consumer apportions his personal income in a simi- 
larly systematic manner. 

There are many obstacles to interfere with rational choice upon 
the part of a consumer. The very multiplicity of selections that must 
be made daily in our expenditures in itself precludes a careful weigh- 
ing of the utility derived from each one against that which might be 
obtained by some other purchase. Reflective thinking, of the sort 
such a comparison would require, takes energy and time; the mind 
has not sufficient capacity to accomplish it. Nor do we have sufficient 
information about the goods we buy to apportion our incomes wdth 
the greatest possible economy- Advertisements deceive, goods are 
not standardized so that we can know the exact quality we are get- 
ting, we are not informed as w^ell as we might be on such matters 
as a properly balanced diet, the kinds of dress most conducive to 
health, the right sorts of amusement, and so on. Then, the influences 
controlling our behavior are so complex that they cannot be com- 
prehended in the formula of the margin of consumption. First one 
motive or impulse and then another controls us, and under its spell 
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we buy this or that thing, when, in another mood or under other 
circumstances, we would have done something quite different. Who 
has not made a purchase under the influence of some momentary 
desire which he later regretted and came to recognize as foolish? 
So, the forces by which our conduct is regulated are so many and 
intricate that the attainment of true economy in consumption by any 
individual is almost an impossibility. 

The Extent of Rational Choice. — Yet the principle of the mar- 
gin of consumption is not without some effect upon us. There are 
often times when we weigh with considerable care a contemplated 
expenditure to decide whether or not it is worth while. This is es- 
pecially the case where the amount of money involved is large. One 
may spend a quarter for a magazine to read on the train without 
hesitating an instant to think whether he might not better keep the 
quarter for something more desirable, but if it is a question of put- 
ting out a hundred dollars for a vacation trip, one- is pretty certain 
to consider with care whether or not it is better to spend the money 
that way, or to purchase a new rug for one’s home, or to save it for 
future contingencies. 

Even in expenditures which are matters of habit, it is not at all 
certain that considerations of utility were not important in causing 
the habit to be established; and if there are strong economic reasons 
for change, it is quite likely that the habit will be broken. Many 
persons in the northeastern United States, for instance, have for years 
been in the habit of buying annually a definite number of tons of 
anthracite coal to heat their homes. This habit was established, prob- 
ably, by their parents or grandparents before them, who had learned 
by .experience that it was a satisfactory and economical method of 
heating. In recent years, however, the price of anthracite coal has 
been rising, while new devices for heating homes by oil or gas have 
been developed. As a result, many householders are now seriously 
comparing the cost of heating their homes by anthracite with the 
cost of installing and operating the oil or gas boilers, with the result 
that not a few of them are making the change. Meanwhile, a great 
many others are learning to save on their coal bills by using smaller 
and cheaper sizes of anthracite, or by substituting soft coal or coke, 
in place of the fuel they formerly burned. Here we see consumers 
comparing, dollar for dollar, the advantages (that is, the utility) of 
one method of heating with that of another, and directing their con- 
sumption accordingly. It is a clear case of seeking economy in con- 
sumption in the manner outlined in the preceding section. 

The number of such comparisons which all of us are constantly 
making in our daily expenditures is probably greater than we re- 
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alize. The housewife, in doing the marketing for her family, watches 
the prices of the various meats and vegetables and arranges her meals 
accordingly: the business man compares the cost of a ready-made 
with a made-to-measure suit and decides whether he thinks the su- 
periority of the latter compensates for its higher cost; the little child 
in the candy store, with five cents to spend, surveys the array of sweet- 
meats before him, and decides which he wants most only after much 
weighing of possible delights in his mind. We may be only half con- 
scious of the comparisons we make, and they may appear to lack any 
semblance of deliberation; yet make them we do. The very fact that 
our incomes are limited forces us to choose among many alterna- 
tives, and in this choosing the marginal utilities of the goods we buy 
must have influence. 

We may conclude, therefore, that consumers* choices are very 
largely capricious and impulsive, and much less conscious and ra- 
tional than those of business enterprisers; they follow the principle 
of economy to only a limited degree. While there is some tendency 
to weigh the utility of the last dollar’s worth of each commodity 
purchased against the last dollar’s worth of every other commodity, 
and to bring these to equality, this tendency would only be fully 
realized by a perfectly rational being who never made a choice with- 
out careful deliberation. In actual life it is interfered with by the 
whims and inconsistencies, the ignorance and misinformation, the 
weakness and thoughtlessness of consumers, as well as by the fact 
that the motives to human behavior are so complex that the finite 
mind is incapable of the intellectual effort which so difficult a set 
of comparisons would require for its complete fulfillment, 

C. The Effects of Consumers* Choices 

Economy and Waste in Consumption. — In Part B of this chapter 
we were concerned with the influences which make consumers choose 
as they do. We were trying to explain merely on what principles they 
decide how to spend their incomes. We are now concerned with the 
effects which those expenditures have upon production, and upon 
the consumers themselves. That these effects must be important will 
be clear from what has been said already about the relation between 
consumption and production. Production, in following demand, re- 
sponds to the choices of consumers, which therefore exercise a dom- 
inant influence upon the whole economic process. Not only that, 
but their choices react decisively upon their own welfare. If con- 
sumers choose wisely, the productive resources will be utilized in 
ways that contribute most effectively to the well-being of society; if 
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they choose badly, the productive resources will be wasted in being 
utilized for useless or injurious purposes. It is for this reason that 
the subject of consumption deserves an important place in the study 
of applied economics. We cannot go into the relation of consump- 
tion to welfare in this chapter (except incidentally); but it is appro- 
priate to consider some of the purely economic effects of different 
standards of consumption. 

The Adaptation of Desires to the Environment. — The environ- 
ment in which a people lives is better suited to the production of 
some commodities than others. In the United States, for instance, we 
can raise wheat, corn, and cotton better than we can coffee, tea, or 
bananas; and we can produce iron and steel manufactures more eas- 
ily than raw silk or ivory carvings. It follows that, if our desires are 
limited to the things which we can easily produce, we will be more 
readily able to gratify them than if we have a taste for things which 
must be brought from a great distance. If we insist on wearing silk 
garments and adorning our homes with oriental objects of art, these 
things must be brought from far-away lands, entailing the expense 
of transporting them. This is evidenced by the fact that imported 
articles are usually more expensive tl^an domestic goods,^ If we are 
content with the things that can be produced by our own industry, 
we can come nearer to satisfying our desires. 

The principle of adapting consumption to the environment can 
be applied also to different articles of domestic manufacture. Some 
things, such as cotton clothing, oak furniture, potatoes, and news- 
papers, can be produced cheaply, because the environment supplies 
the raw materials for them in relative abundance, and but little 
labor and capital are required for their growth or manufacture. Some 
other things, such as gold and silver objects, jewelry, fancy fruits 
and vegetables, meat delicacies, elaborately printed and bound books 
and pictures, and automobiles, are expensive, because the raw ma- 
terials for them are scarce, or because it requires a great deal of labor 
and capital for their production. It we have simple tastes, they can 
readily be gratified by the commodities which the economic condi- 
tions render most plentiful; but if our desires are extravagant, they 
will be much more difficult to gratify. 

According as the standards of consumption of a people are closely 
adapted to the facilities afforded by the economic environment, or 
are out of harmony with it, they will be the more or less easily 
attainable. This principle is called by some writers the law of least 
social cost. It may be stated as follows: Those standards of consump- 

2 However, this is as much due to import duties levied upon the foreign wares as it 
is to the costs of transportation or production abroad. 
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tion are most economical which can be satisfied by goods whose cost 
of prodiiction in proportion to their utility is least. Thus, if the tastes 
of a people are out of harmony with the facilities afforded by their 
environment and productive technique, their productiv^e energies 
will be diverted into wasteful channels where they will bring in less 
utility to the community than if popular tastes were more carefully 
directed. 

This has led some writers to suggest that there is continually going 
on a testing and sifting of standards of consumption on the basis of 
their fitness, with the result that those which are detrimental to the 
economy and welfare of society gradually fall into disfavor, wliile 
those which are beneficial become generally accepted. The late Pro- 
fessor Simon Patten said, “Each nation has a strong tendency to love 
what its environment can furnish with the least expense.'*® Carrying 
the same idea a little further, Mr. J. A. Hobson believes that some 
of our economic choices possess an “organic utility," ivhich contrib- 
utes to the well-being of the group, while others possess disutility, 
which renders them injurious, and that there is a process of natural 
selection going on between our desires in which the less advantageous 
ones are being eliminated.^ This thought, however, must be regarded 
rather as the expression of a wish than as the statement of a law. It 
is an analogy between the struggle for existence and survival of the 
fittest which goes on in nature among the various forms of life, and 
a similar rivalry between standards of consumption which is believed 
to go on in human society. But this is only an unconfirmed theory, 
and there is little or no evidence to support it. 

Necessaries and Luxuries in Consumption. — One of the greatest 
differences between modern industry and that of a previous period is 
the great surplus of goods above the minimum needs of existence 
which it affords. This surplus permits even those in moderate cir- 
cumstances to enjoy such luxuries as electric lights, daily newspa- 
pers, and motion pictures, which the richest nobles of former days 
never dreamed of. In fact, we have become so used to many of the 
comforts of the twentieth century that we cease to think of them as 
luxuries. 

This raises the question: What is the difference between a neces- 
sary and a luxury? The borderline between them is very difficult to 
define- There are very few commodities which are an absolute neces- 
sity for the maintenance of life. A simple fare of bread and vegetables 
will provide sufficient nourishment, and some coarse, scanty cloth- 
ing and a rude hovel will protect the body well enough from the 

s S. N. Patten. The Consumption of Wealth, p. 36. 

* J. A. Hobson, Work and Wealth, Chapter X. 
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ravages of the weather. Xhis is enough of consumable goods to en- 
able human beings to live — as the cave men lived, ages ago. In a sense 
it. might be said that anything above this is luxury. Yet, as the terms 
are generally used, much more is included in the idea ol necessaries, 
and only the more rare and elegant comforts are regarded as luxuries. 
When we have once become thoroughly accustomed to the enjoy- 
ment of a certain article, which at first we looked upon as a luxury, 
we gradually come to regard it as a necessary, and would feel a very 
real hardship if deprived of it. Nearly everyone considers his daily 
newspaper a necessary, many consider an automobile very essential, 
and by the millionaire perhaps, a winter at Palm Beach would be 
placed in the same category. Each person lias his own concept of 
what is necessary and what is luxurious, and that which to the poor 
man is a most extravagant luxury, by the rich man may be consid- 
ered an important necessary. The truth seems to be that each person 
regards that as a necessary which is an established part of his stand- 
ard of living; ® while those things are luxuries which, because of their 
expense, are not a part of it, being customarily consumed only by 
persons in higher income levels. Such a purely relative concept of 
necessaries and luxuries, however, is too shifting to be very satisfac- 
tory for scientific purposes, and economists have long sought a more 
objective standard. 

Two possible alternatives suggest themselves. One is to set up a 
“minimum standard of living,” which will embody the ordinary de- 
cencies of life, such as sufficient clothing to provide adequate warmth 
in winter, and neatness and modesty the year round, enough plain 
food of sufficient variety to provide a well-balanced, nourishing diet, 
lodgings of sufficient size and sanitary conveniences to protect health, 
a common school education, ordinary provision for sickness and c>ld 
age, a very little reading matter and recreation, and not much else. 
The contents of such a standard have often been worked out, and 
the cost of its maintenance for a family of five computed. The ele- 
ments of this standard we might take as making up the necessaries 
of life; and all commodities or services in excess of it could then be 
regarded as luxuries. Another possibility is to define necessaries as 
those goods which are required to keep up the full industrial ef- 
ficiency of the individual This would be different for different in- 
dividuals. A manual laborer would recpiire good food, plain cloth- 
ing, decent shelter, and enough rest and recreation to keep up liis 
strength and morale. A musician might require extensiv^e education, 

» It was in this sense that the term “conventional tjecessaries” was used above 
(page 587) to refei 10 those articles which, once looked upon as luxuries by an indi- 
vidual, laiei come to be regarded as essential. 
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travel, amusement, and many comforts to develop the intellectual 
and emotional sides of his nature, as well as mere provision for physi- 
cal wants. In both cases, all goods in excess of the necessaries for 
industrial efficiency would be regarded as luxuries. This again gives 
an unstable, and therefore unsatisfactory, concept of necessaries and 
luxuries, which varies from person to person. For this reason the 
“minimum standard” concept of necessaries is to be preferred, and 
will be accepted for the discussion which is to follow. 

The Economic Effects of Luxury. — Without entering upon the 
moral aspects of luxurious consumption, it is possible to point out 
certain significant facts about the effects of consuming luxuries upon 
the direction and efficiency of production, and upon the utility de- 
rived by the community from its income. The enjoyment of luxuries 
may often contribute to industrial efficiency. Directly, it may so in- 
crease the happiness and well-being of an individual as to make him 
a better producer. A healthy, happy worker is more likely to be 
efficient than an unhealthy, unhappy one. Indirectly, the prospect of 
rising to a position of luxury may furnish a powerful motive to stim- 
ulate the individual to do his best. It is very largely upon this m&tive, 
which lies back of the lure of high business profits, that a competi- 
tive society relies for efficiency. As was pointed out in the second 
part of this chapter, it is the desire for social prestige that leads 
many to consume luxuries. The conspicuous consumption of ricfies 
gives preeminence to the spender. It is for the attainment of this 
preeminence that people strive, and this is a strong incentive for 
business success that drives the leaders of industry to their achieve- 
ments. In this way luxury may be said to have had important indirect 
effects upon productive achievement. Whether or not it would be 
possible to accomplish equal industrial efficiency without this in- 
centive is one of the moot questions of today, upon the answer to 
which the possible success or failure of such projected reforms as 
socialism is likely to hinge. 

Carried beyond a certain point, however, luxury may tend to de- 
stroy industrial efficiency. It has often been observed that a good 
man or woman has been spoiled by having too much wealth. It is 
very easy for the rich to become idle and unproductive. Much lux- 
urious consumption tends in no way to improve the energy or abil- 
ity of the consumers; it may even injure both their health and 
their characters. Such consumption, of course, is economically waste- 
ful. 

It is probable that the consumption of luxuries beyond a certain 
point does not yield as much utility as does the consumption of less 
luxurious articles- According to the law of diminishing utility, the 
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utility derived from additional increments of any particular good di- 
minishes as more of it is consumed. It was stated above that the same 
principle undoubtedly holds true also of one’s income as a whole. 
That is, as one’s income gets larger and larger, the utility derived 
from each increase is not as great -as before. Hence, the expenditure 
of a hundred dollars by a millionaire upon some luxury does not 
bring him the same utility that it would to a person in more modest 
circumstances, who would spend it for something of greater neces- 
sity. To the millionaire it might mean merely buying a pedigreed 
poodle to amuse his wife; to a poor workman it might mean a year’s 
supply of sorely needed clothing. Putting the argument a little dif- 
ferently, to deprive the millionaire of a hundred dollars would cause 
him little sacrifice, but it might be a terrific hardship for the poor 
man. The principle is one argument in favor of as great a degree of 
equality of incomes as is practicable. 

These facts attain great significance when we consider again that 
production is guided by demand, rather than by the needs of con- 
sumers. We have said that, in the markets of commerce, everyone’s 
doll^ has equal purchasing power. Each rich man has more dollars 
than a poor man, and thereby diverts some production toward pro- 
viding luxuries for him which might otherwise have gone to articles 
of greater utility to the poor. If this luxurious consumption is of the 
unproductive sort, there is economic waste involved. The surplus in- 
comes of the rich in the aggregate^ Iiowever, are not as large as the 
combined incomes of the poor and moderately well-to-do; hence the 
amount of this waste is not as great as might be supposed. 

Saving for Future Consumption. — An intelligent consumer, in 
disposing of his income, thinks not only of the present, but also of 
the future. He accordingly saves a portion, for his own consumption 
in later life, for the use of his family, for the establishment of some 
worthy charity or scientific foundation, or for the mere power and 
prestige of amassing great wealth. Such saving, as we learned in 
C'hapter IV, usually takes the form of productive investment, and 
goes to create new equipment for industry. It is by this means that 
the wealth of society grows, taking the form of railways, factories, 
warehouses, shops, office buildings, canals, roads, maclniies, tools, 
and instruments of production of all kinds. Some of it goes into 
durable consumers’ equipment, such as pianos, dwelling houses, and 
automobiles. The great majority of it is used in production, and goes 
to increase the future output of industry. So is the future income of 
society increased. Saving is refraining or abstaining from present 
consumption. Its effect is to increase the stream of consumable com- 
modities in the future. The large income enjoyed among civilized 
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peoples today would not be possible were it not for the savings of 
consumers in the past. The huge industrial plants which turn out 
goods in such abundance are the result of the thrift of persons in the 
past who chose not to consume all of their incomes, but to invest a 
part of them in productive capital. 

Economists have given a great deal of discussion to the motives 
which induce people to save instead of to spend their incomes, be- 
cause it has an important bearing upon the payment of interest. 
have learned something about those motives in our study of the in- 
come from savings; therefore it will not be necessary to go into it 
here. It will suffice to recall that it is a question of how much the 
consumer prefers present to future goods, which depends on his in- 
telligence and foresight, the habits of thrift which have been bred 
into him by teaching and up-bringing, his present as compared with 
his probable future earning power, the likelihood of future risks 
which might cut off his earning power, the uncertainty of life itself, 
and so on. 

To a very considerable extent, the economic progress of a people 
depends upon an increasing accumulation of capital in productive 
equipment. The same applies to the progress of an individual. The 
nation or the person that consumes all of its income is really a spend- 
thrift. One writer ® goes so far as to say that the economic worth of 
an individual, and the competing power of a nation, can be meas- 
ured by the difference between their production and their consump- 
tion. If there is no surplus, he says, the individual has contributed 
nothing to society in the first case, and the nation is making no 
progress in the second. This, however, is a moral preachment based 
on individual opinion, rather than a scientific fact. It is based on 
the assumption that production is the end to which consumption is 
but a means; one who holds the view that consumption is the goal 
of economic activity may come to a different conclusion. It is pos- 
sible for an individual to consume annually all that he produces, 
and yet enjoy an increasing income each year as a result of his in- 
creasing skill and ability in his work; can it then be said that he 
has been a failure? It is equally possible for a nation to consume 
annually its entire net income, so that there would be no increase 
in the amount of its capital, and yet there might go on progress 
in science, invention, and the technique of industry, which would 
greatly increase its production by enabling it to make more effective 
use of what equipment it has. Hence it is hardly accurate to make 
the surplus of production over consumption the sole measure of 
economic progress; but it cannot be denied that the increasing ac- 

« T. N. Carver, Principles of National Economy, Chapters XLI and XLV, 
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cumulation of capital by saving has been and is a very important 
factor in the increase of prosperity of modern peoples. 

The Effects of Spending as Contrasted with Saving. — Notwith- 
standing this truth, many persons have failed to understand the pro- 
ductive results that follow from saving. It is a popular fallacy that 
there is some benefit conferred on the community by spending, which 
benefit is lost when income is saved. The very rich, when criticized 
for spending large sums in an extravagant manner, sometimes defend 
themselves by arguing that their expenditure ‘"circulates money” 
and “gives employment.” For instance, if there is a great ball among 
the “social four hundred,” in which many thousands of. dollars are 
spent for costumes, refreshments, service, and so on, its sponsors may 
seek to justify the seeming waste, on the ground that thousands of 
dollars are put in motion, going from one person to another in the 
community, giving them a profit on some sale and purchasing power < 
with which to buy goods, while at the same time many workers are 
benefited by being given employment — cooks and waiters are needed 
to provide the refreshments, tailors and dressmakers to create the 
costumes, musicians to furnish tuneful melodies for the dancing, taxi- 
cab drivers to transport the participants, and so on. At first thought 
it does indeed seem as if the ball set up a bustle of economic activity 
which increased the prosperity of the community. But this reasoning 
is faulty. It rests on the false assumption that a dollar spent is an 
active one, while a dollar saved is idle. It implies that if money is 
saved, instead of being spent, it does not circulate, and fewer people 
are employed. This assumes that saving is nothing but hoarding; it 
overlooks the fact that savings are usually invested. When money 
saved is invested, it is really spent, only it is spent for remote-goods 
instead of near-goods. In advanced industrial communities saving 
does not take the form of hoarding. We no longer store our surplus 
funds in a cellar or bury them in the garden. Instead, we invest them 
in good securities or deposit them in a bank. If we invest them, we 
turn them over to business men to use in production; and, if we 
deposit them in a bank, the bank lends our money for a similar pur- 
pose. In either case, therefore, the money is loaned to be used in in- 
dustry. The borrowers spend it — perhaps to build a railroad, to 
construct a factory, or to lay in a stock of raw materials. So we see 
that the money circulates just the same, whether we spend it or save 
it. It also gives employment to labor in either case, for labor must 
be employed to work upon the railroad, or the factory, or in produc- 
ing the raw materials." 

T But see the theory of Keynes (discussed in Chapters XI and XXI) which upholds the 
view that saving may exceed the opportunities for profitable investment, and so lead 
to unemployment. 
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The real difference between spending and saving (if the savings are 
invested) lies in its ultimate effects upon the wealth of the com- 
munity. When money is “spent/* it is paid out for near-goods, which 
are then used up and consumed- Goods are thereby destroyed. This 
is not necessarily a real loss, if sufficient gratification results from the 
consumption, for the ultimate destiny and purpose of economic goods 
is to be destroyed in giving benefits to consumers. But if the expendi- 
ture was extravagant, goods have been destroyed without giving very 
much benefit to consumers — they have been “frittered away.” When 
money is saved and invested, it is paid out for the creation of new 
equipment, usually of a durable sort. The wealth of the community 
has thereby been increased and more’ consumable goods will in the 
future result from it. Goods have been created instead of consumed. 

Summary 

Consumption is the use of economic goods in the gratification of 
desires. The use of consumers* goods is direct consumption, while 
that of producers’ goods is indirect. In speaking of consumption, it 
is usually the direct sort that is meant. Consumption may be re- 
garded as the end for which production is carried on, or as a means 
to make possible further production. The latter point of view may 
be useful for applied economics; but for pure economics, the former 
is more useful. Consumers and producers are not two different classes 
of society, but they are the same individuals in different capacities. 

Since human desires are unlimited and goods are scarce, the con- 
sumer must choose which desires he will gratify, and which he will 
deny. He is nominally free to make this choice as he wills, but is 
limited by the productive capacity of industry, the size of his indi- 
vidual income, and the advertising and selling methods of produc- 
ers, which to some extent influence demand. What choices a con- 
sumer will make is a matter of psychology, and depends upon the 
complex reactions between his inborn nature and his environment. 
He is particularly guided by his standard of living, which is the estab- 
lished mode of consumption to which he has become accustomed. 
Such standards of living are clung to with great persistency. Con- 
sumers* choices are also influenced by imitation and prestige, which 
lead to conspicuous consumption on the part of the rich, and mim- 
icry thereof by the poor. 

A rational consumer would apportion his expenditures in sucli a 
way as to establish a margin of consumption, where the marginal 
utility of the last dollar’s worth of each good he purchased would be 
equal. He also would balance the disutility of the effort expended 
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in acquiring each addition to his income against the extra utility 
derived from its consumption, and would cease efforts to obtain more 
income when the two were equal. While such rational calculations 
may influence consumer expenditures somewhat, many of our ex- 
penditures are irrational, whimsical, and habitual. 

Production, in following demand, is controlled by consumption; 
hence, consumption can lead to either economy or waste. The great- 
est economy is to be attained by choosing only those things which, 
in the existing environment and technique of industry, can he pro- 
duced at the lowest cost. Some writers believe that there is a tendency 
for desires to adjust themselves in obedience to this law, through a 
process of natural selection; but this is merely conjecture. 

The line between necessaries and luxuries cannot be sharply drawn. 
Necessaries may best be defined as those things which go to make up 
a minimum standard of living conducive to health and decency. All 
other goods are luxuries. Some luxury increases the industrial ef- 
ficiency of the individual, and it is probably a necessary incentive ro 
make people industrious in a competitive society; excessive luxury, 
however, is injurious to health and character. Also, the consumption 
of luxuries beyond a certain point does not bring proportionate util- 
ity to the consumer; hence there is waste if production is directed 
to turning out luxuries for the rich when articles of greater utility 
might be produced for other classes. Saving is abstaining from con- 
sumption in the present, and, when accompanied by investment, it 
results in the accumulation of equipment, which increases the pro- 
duction of consumable goods in the future. Saving and investment 
therefore promote economic progress. The notion that spending ex- 
travagantly benefits society by “circulating money'" and “making 
work” for people is an error; for saving, which in modern soc icty 
takes the form of investment, also causes the money to circulate and 
gives employment to workmen. 
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critical attack on the consuming habits of the well-to-do will be found in 
Thorstein Veblen’s Theory of the Leisure Class (1899). 

I'he following texts deal comprehensively with the problems w^hich 
confront the consumer in the modern industrial system: Margaret G. 
Reid, Consumers and the Market (1938); Leland J. Gordon, Economics 
for Consumers (1939); Charles S. Wyand, The Economics of Consump' 
tion (1987)* 



Chapter XXV 


THE ECONOMIC PROCESS AS A WHOLE 


A. How THE Industrial System Functions 

A General View of Industry. — This volume was begun with a 
broad general survey of the industrial system. In its very opening 
paragraphs we obtained a bird's-eye view of the economic activities 
of men — we saw raw materials being extracted from the earth in 
many parts of the world, labor and tools devoted to working them 
up into finished products, ships and railroads transporting them 
hither and thither, men buying and selling them in exchange for 
money, labor and capital getting paid for handling them — a myriad of 
interdependent and complicated processes, out of which emerged 
consumable goods (such as the textbook which we used for an illus- 
tration) to gratify the desires of men. But at that time we had no 
clear idea of how it all came about. We saw that it was largely spon- 
taneous — no authoritative hand consciously controlled it — yet some- 
how there was a system about it which made it accomplish a definite 
purpose. We set about the task of studying that system, in order to 
discover upon what principles it functioned. We have now com- 
pleted that study. We have traced step by step the various processes 
involved in the operation of the industrial system, so that by this 
time we should be able to understand how it works. It is an old say- 
ing, however, that we sometimes cannot see the forest for the trees, 
and it may be that, in our study of economics, we liave been so busy 
grasping the details that we have not seen its process as a whole. It 
is well, therefore, to return to the general picture, and focus our 
attention once more upon its broadest outlines. In so doing, we will 
be making a summary, in a very general way, of this whole book. 
Such is the purpose of the present chapter. 

Desires and the Means of Production. — At one end of the eco- 
nomic process stand the desires of men. We are creatures with many 
wants, hopes, ambitions, and whims. To the fulfillment of these, cer- 
tain commodities and services are necessary. So varied and numerous 
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are our desires, that there seems to be no limit to the number, of 
such commodities and services we can assume. Hence we make efforts 
to obtain as many and diverse goods as possible. It is to this end that 
the economic process is directed. It is driven by the urge of con- 
sumers’ desires, and is directed toward their fulfillment. 

At the other end of the process stand the means of production. 
These consist of the natural resources embodied in our fertile soil, 
mineral deposits, forests, wild animal and vegetable life: and also 
of men themselves, in their capacity as producers. In short, the pri- 
mary agents of production are nature and man — land and labor. Out 
of nature, man builds up, through saving, a secondary agent of pro- 
duction, in the form of equipment of many kinds — factories and 
warehouses, railroads and steamships, machinery and tools. All these 
agents of production are limited. Land is fixed in area, and offers 
increasing resistance to our efforts to extract more produce from it 
— the principle of diminishing returns. The laboring population is 
likewise more or less fixed, and the capacity of each worker restricted 
by his intelligence, vigor, and endurance. The quantity of equip- 
ment is somewhat elastic, but depends on the thrift and willingness 
to save of the people. The result of limited agents of production is 
that goods are scarce, and have to be economized. 

This economy is effected through the economic process. With un- 
limited desires and limited means of production, there is an incen- 
tive to develop a productive organization that will make those means 
yield as much as possible of the kinds of things that are wanted most. 
It is not to be concluded that the organization which has been de- 
veloped actually does this in the most efficient manner conceivable. 
The system is, in fact, full of waste and misdirection. But it has arisen 
in response to the desires of men, and is guided and controlled mainly 
by those desires. The economic process is, in short, an unconscious, 
unplanned adaptation of the means of production to the wants of 
consumers, through the medium of a complex industrial organiza- 
tion. 

The Productive Organization. — One of the outstanding charac- 
teristics of that organization is the existence of specialization. In each 
industry, we find a division of labor among the prodvicers. Every 
individual has his appointed task, and works only upon one product, 
or part of a product, according to the work which has been allotted 
him in life, whether by his own choice, his capacities, or the force 
of circumstances. Not only is there this specialization among indi- 
viduals, but there is observable also specialization by whole com- 
munities, or even nations, upon the particular kinds of industry for 
which their natural resources are best fitted, or at which tradition 
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and long established custom have rendered them expert. This system 
of specialization has supplanted an earlier industry (in which each 
individual or family was a more or less independent economic unit), 
because it has been found to be more productive. 

Along with specialization has come exchange. This is an inevitable 
adjunct to a system of divided labor. When men spend their entire 
labor upon one product, they must obtain other products through 
trade. With increasing specialization, therefore, has come comineice 
of ever-growing complexity, until today we have a great network of 
trade relations and institutions. In each industry "there is a market- 
ing organization to dispose of the product, and between producers 
and consumers there are wholesale and retail merchants who perform 
an important function. Commerce is not merely local, but extends its 
operations across international boundaries until it embraces the whole 
world. As a necessary means to this wide process of exchange, there 
is a highly developed system of land and water transportation and 
communication — the railroads, motor trucks, steamships, airplanes, 
postal services, telegraphs, and telephones. 

A third characteristic of the productive organization is the time- 
consuming process of production. This process is roundabout, in that 
most of the labor of industry is devoted, not directly to consumable 
goods, but to producers’ goods — to productive equipment at more or 
less remote stages, which will later yield finished products. Millions 
of men are employed in mining ore, to be later converted into ma- 
chines, which will be used to make still other machines, which finally 
will turn out consumable goods. In agriculture, men are employed to 
till the soil, in which to plant seed, to grow up and produce more seed, 
which will again be planted to yield, in time, corn or wheat or cotton 
goods for human consumption. So it is in every industry. This indirect 
labor is made possible by the fact that industry produces a surplus 
of near-goods, out of which those who are working* on remote-goods 
can be maintained. The surplus is in the hands of capitalists, who, 
by saving instead of consuming their incomes, advance wages to the 
laborers, for which they will be repaid later (with interest), out of 
the finished products which will eventually be produced. The time- 
consuming process causes a great deal of the wealth of a community 
to be tied up in the form of durable equipment. It is vastly more 
productive than a direct process, and is largely responsible for the 
prosperity of modern, as contrasted with primitive, peoples. 

The minute specialization of modern industry, with its elaborate 
plant, requires some scheme of coordination to bring workers and 
capital together into smoothly running units. In some industries to- 
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day, as many as ten thousand men or more, with millions of dollars 
worth of equipment, must be employed in a single enterprise — even 
under a single roof. To make this possible, several forms of business 
organization have been developed, ranging from the single enter- 
priser, who has control of a business entirely in his own hands, 
through the partnership, where a few business men are somewhat 
loosely associated in a simple form of organization, to the corpora- 
tion, with its elaborate division of functions. The corporation is a 
dominant feature of our mining, manufacturing and public utilities 
industries, and, to a lesser degree, of marketing. In it, large aggrega- 
tions of capital can be obtained from the savings of many investors, 
who participate somewhat in the management as stockholders, or 
simply lend to the business as bondholders; at the same time, it per- 
mits unity of action and efficiency of control, by the delegation of 
powers to boards of directors, and through them, to salaried execu- 
tives. The elasticity of this form of business organization has aided 
greatly in the development of large-scale industry and modern in- 
dustrial methods, although not without allowing also some abuses. 

Finally, perhaps the most conspicuous feature of our present pro- 
ductive organization is the use of money. Where there is a highly 
developed system of specialization and its accompanying trade, there 
must be a medium of exchange. A trade by means of barter would 
be entirely too clumsy to operate. Our monetary institutions (includ- 
ing banking) meet this need.; So universal a characteristic of our 
economic process have they become, that we measure all wealth and 
income in money terms (often confuse them, in fact) and carry out 
all our transactions through the medium of money. We live in a 
money regime. 

Money and the Mechanism of Exchange. — In the beginning, some 
universally desired commodity was used as money. Gold and silver 
were especially popular, and early became the accepted medium of 
exchange. Later the government assumed a monopoly of coining 
them, thereby establishing uniformity and a guarantee of weight and 
fineness. Then the difficulties of bimetallism led to the general aban- 
donment of silver, and the establishrnent of gold as the standard cur- 
rency of most of the world. But the actual circulation of gold lias 
gradually declined, as nominal currencies were found to provide an 
even more satisfactory medium. One of these is paper money, issued 
either by governments or banks. 

With the development of exchange, a still more ingenious form 
of money has been developed by commercial banks. This consists of 
circulating demand deposits. A bank lends its credit to a client by 
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establishing a deposit for him on its books (for which, of course, the 
depositor will eventually repay the bank with interest). The client 
can make payments to others, for goods which he buys, by drawing 
checks against this deposit, and when the check is returned to the 
bank, the amount of it will simply be transferred from the credit of 
the drawer to that of the drawee. Through the clearing (or offsetting) 
process, deposits can be transferred from bank to bank by similar 
bookkeeping methods. So, bank deposits circulate from hand to hand, 
performing the functions of money. 

The fundamental fact about this monetary and banking organiza- 
tion is that it substitutes a system of bookkeeping debits and credits 
for money in the process of exchange. When a manufacturer sells 
goods and accepts the purchaser’s note in payment, discounts the 
note at his bank and receives a deposit credit, it is as though he had 
taken his goods to a central accounting office, and been granted 
credit to the amount of their value. When, later, he draws on the 
deposit to buy other goods, it is as though he had been debited in 
the central accounting office with the goods he purchased and his 
credit canceled. Goods have simply been exchanged for goods, and 
the transactions offset on the account. Such is the modern banking 
system. 

Paper money and bank credit have so effectually supplanted gold 
as the medium of exchange that gold is today used almost entirely as 
a monetary reserve. Our money seems to be gradually becoming a 
nominal one. While subject to abuses and occasional breakdowns, it 
performs fairly well the stupendous task of making possible the in- 
tricate and multitudinous exchanges of modern industry. • 

The Productivity of the Economic Organization. — Many factors 
affect the productivity of this complex system of modern industry, 
and it would be a bold task to try to enumerate them all. There are 
certain broad limits which mark the maximum possibility of pro- 
duction at any time, however, which we may discern. 

The most obvious of these limiting factors, perhaps, is the amount 
and character of the natural resources of a people. A large land aiea 
will support more people than a small one. Other things being ecpial, 
a country rich in natural resources will be more prosperous than one 
poor in this respect. The great expanse of territory embraced in the 
United States, including, as it does, both temperate and semi-tropical 
regions, rich agricultural soils, good climate, varied and abundant 
deposits of iron, coal, copper, silver, oil, and other minerals, vast 
tracts of forest, and other advantages, has been one of the most im- 
portant causes of our economic success. All nations recognize the 
value of abundant natural resources, and their efforts to obtain con- 
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trol over the unexploited regions of the earth have been a great 
source of war. 

Equally important is the size and character of the population. Ow- 
ing to the tendency to diminishing productivity, in any given state 
of the arts, too large a population may cause such a pressure on the 
available land of a nation as to reduce its per capita production. This 
has happened in China and India, and is partly responsible for the 
low standards of living prevailing among the peoples of those coun- 
tries. Too small a population may be unable to utilize the land most 
effectively, which again will mean low per capita production. There 
is an optimum number of people which, in any given stage of tech- 
nical progress, will give a maximum output per head. That is the 
population of most advantageous size for a people to find and main- 
tain. 

The relation of population to productivity is not solely one of 
numbers. There is also the question of quality. Much depends upon 
the industry, thrift, and intelligence of a people. The economic su- 
premacy of Anglo-Saxon peoples at the present time is probably due, 
in considerable measure, to their restless energy and inventive genius- 
Other peoples, of more phlegmatic or easy habits, produce much 
less, even with equally suitable resources. This may be due partly 
or largely to the climatic environment of the different peoples, how- 
ever, and not alone to racial qualities. Thrift is a particularly im- 
portant economic quality, because upon it depends the accumula- 
tion of equipment, upon which the roundabout process depends. A 
spendthrift people will not accumulate such equipment, and the lack 
of it will compel them to resort to less roundabout, and therefore 
less productive, methods. 

Finally, the productivity of the economic organization depends 
also on the state of science and the arts. The industrial revolution, 
which in the century between 1750 and 1850 completely transformed 
our industrial processes, was a triumph of science and invention. The 
application of steam and electricity as sources of power, and the de- 
velopment of mechanical contrivances in manufactures, which were 
the outstanding features of that revolution, increased the income of 
civilized peoples many fold. Our future progress will depend largely 
on a continuance of the epoch-making strides in scientific discovery 
and inventive genius which have characterized the last hundred years. 
To the economists of the early nineteenth century, the law of popu- 
lation and the law of diminishing returns seemed an insuperable ob- 
stacle to continuous progress in economic activity. We have seen, 
however, that these laws may be offset by continual improvement in 
the technique of production. A great economist has said, that nature’s 
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part in production shows a tendency to diminishing return, but man’s 
part a tendency to increasing return.* Recently, man has kept in the 
lead. So long as he goes on making new discoveries in the laboratory, 
and applying those discoveries to improving the organization and 
technique of industry, there is no limit to the possible increase in 
production. 

Prices, and Their Function as Guides to Production. — Up to this 
point, we have been discussing the machinery for carrying on pro- 
duction, and the conditions affecting the quantity of its total out- 
put. But equally important is the direction of that output. Let us 
now turn our attention to that problem. It must be remembered that 
our desires are unlimited: but that the means of production which 
are necessary to the fulfillment of those desires are scarce. It is im- 
possible, therefore, completely to satisfy them, and it becomes neces- 
sary to economize in the use of the productive agents. Since there is 
no human dictator to decree which desires shall be satisfied and 
which shall not, we must rely upon some natural principle to settle 
the matter. Prices perform this function by acting as the guides for 
production. Prices are the expression of consumers’ desires, and pro- 
duction responds to these values. They determine what things shall 
be produced, and what shall not, and the relative quantities of each. 
Let us briefly review this process. 

Eac'h consumer has a certain amount of income to spend. He 
spends it according to the wants which at the time seem to him most 
urgent, and so contributes to the demand for this or that commodity. 
In this way schedules of demand are established. To meet these de- 
mands, goods must be produced, requiring more or less of the scarce 
agents of production. So there arise competing demands for the 
various kinds of land, for skilled and unskilled labor, for savings, and 
for business enterprisers. Now, any producer who desires to use some 
of these means of production must compete with other producers, 
who also desire to use them. This competition forces each to pay for 
his agents all that the demand for his product will allow; and these 
payments c onstitute his costs of production. The agents of production 
will naturally go to those who are able to bid most for them, which 
means that they will go to the production of those commodities for 
which there is the greatest demand, relative to the quantities of pro- 
ductive agents which their production requires. The production of 
each good is c'arried toward the point of equilibrium between the 
supply and demand where the price equals the optimum costs of pro- 
duction. This simply means that, to produce any more of it, would 
yield less returns, in proportion to the agents of production employed, 

1 Altied Marshall, in his Principles of Economics. 
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than could be obtained from some other use of those agents. When 
we say that a commodity is worth less than its cost, that is just another 
way of saying that consumers will pay less for that commodity than 
they .would pay for some other produced with the same agents. It 
is because those agents are worth more in that other use that the cost 
is above the price in this use. 

In this process there is manifest a distinct principle of economy, 
in that it prevents the diversion of the means of production into chan* 
nels where there is less demand than in some other cliannel. If, for 
instance, too much of the productive agents was being devoted to 
cotton and not enough to wool growing, the supply of cotton would 
be large, in relation to the demand for it, and that of wool would 
be small. This would lead to a price for cotton less than its cost, and 
for wool above its cost. The high value of wool would stimulate an 
increase in its production until the price fell to cost; and the low 
value of cotton would discourage its production until the price rose 
sufficiently to cover its cost. Equilibrium in the production of the two 
commodities would then have been reached. So it would be impos- 
sible for the productive agents to be turned for very long in one 
direction, if there was a greater demand for them in some other di- 
rection. Values direct them into the channels of greatest demand. 
This is the mechanism by which the industrial system is controlled. 
It is the regulator which, spontaneously, without the intervention of 
any authority, guides the economic process.- 

Sharing the Product, and the Economy of the Income Sharing 
Process. — The economy of the pricing process extends beyond 
merely deciding the commodities that shall be produced, and the 
quantities of each; it also serves to estimate the economic importance 
of each agent of production, and to pay the owners of the agents 
accordingly. In so doing, it helps to economize in the use of those 
agents of production which are most scarce, by offering the highest 
prices for them. 

In a system of specialization and exchange, each individual does 
not consume what he himself produces; on the contrary, he sells his 
own produce, and Avith the proceeds purchases the produce of others. 
How much goods he will have to consume in such a system depends 
on how much he is paid for his own contribution to production. So 
the question of income sharing arises. All income has its origin in 


2 The above reasoning is not to be interpreted to mean that, in following prices, 
production is guided in the direction of greatest social need or social welfare. Produc- 
tion follows demand, and this depends upon desires backed up by purchasing power, 
not upon desires alone. Where incomes are unequal, the desires of the rich receive more 
consideration than those of the poor, regardless of whether this is just, or good, or not. 
In this connection see the discussion of inequality, below. 
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production. Each person who contributes either his labor or his capi- 
tal to production is paid a share of the product. Capitalists contribute 
capital, and receive rent or interest; laborers contribute their serv- 
ices, and are paid wages; enterprisers put in their capital and .their 
labor of supervision, and obtain profits. 

The value of these contributions is determined by the market, on 
the principle of marginal productivity. It is found that the use of 
land, labor, and savings in production brings into operation the law 
of diminishing productivity, -so that, the greater the supply of any 
one of these agents, the less is its marginal contribution to the prod- 
uct. Competition compels enterprisers to pay the full value of this 
marginal product to the individuals who supply the agents; but no 
more. Hence, if an agent is scarce relative to others, he who supplies 
it will get a large share of income, because the value of its marginal 
product is great; but if the agent is plentiful, he who supplies it 
will get a less share of income, because the value of its marginal prod- 
uct is small. How abundant or scarce any agent will be depends, in 
the case of labor, upon the relative numbers of the people in tlie 
various non-competing groups, and upon their prudence in the be- 
getting of families, which in turn depends somewhat upon their 
standards of living. In the case of savings, it depends upon the 
strength of the motives to saving and investment (as reflected in 
time and liquidity preference) which prevail among the population. 
In the case of land, it depends on its area, relative to population and 
savings, which area cannot be much increased or diminished. 

The economy involved in this method of sharing the income of 
society can be shown by quoting what was said on this point in C^hap- 
ter XIX: “By setting a high price on the scarce agents and a low 
price on the plentiful ones, it induces enterprisers to use the scarce 
agents as sparingly as possible, and to substitute a cheaper for a more 
expensive one when this can be done. For instance, a wise enterpriser 
would never permit a skilled workman to do unskilled work, be- 
cause his time is too valuable to be wasted in that manner when a 
laborer at much lower usages can be obtained for it. So, the scarce 
agents are reserved only for their most important uses. The high 
price of tlie scarce agents, moreover, stimulates men to increase their 
supply, thereby adding to the productivity of industry. For instance, 
if new savings for the construction of industrial plants are scarce, 
investments in such projects will bring in large incomes. This en- 
courages people to save for the sake of this income, making available 
a larger supply of such equipment for production. If a certain tvpe 
of skilled mechanics is scarce, they will obtain high wages. This is a 
notice to workingmen that more mechanics of that sort are needed. 
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More persons are thereby persuaded to learn that trade, with the re- 
sult that the lack of such workers is remedied/* These principles, 
however, must be understood to operate only as tendencies, to which 
there arc many obstacles. Their operation in actual economic life 
falls far short of perfection. 

Income sharing is not a process distinct from that of the deter- 
mination of prices, but is a part of it. The costs of production which 
enter into commodity prices are the prices of the agents of produc- 
tion, and these prices determine the income shares. There are a great 
many consumers’ demands competing for products, and the produc- 
ers of those products competing for the agents of production. Out 
of the prices of the products, the producers determine what they can 
afford to pay for the agents, on the basis of the marginal contribution 
of the agents to the products. Thereby the prices of the products and 
the shares of income are established simultaneously by competitive 
bidding in the market. 

^Prices as the Center of the Economic Process. — The analysis of 
the past few paragraphs makes it apparent that the price system oc- 
cupies a central position in the economic process. In it the forces of 
production and income sharing are both focused. Prices guide pro- 
duction, and they determine the income shares. So fundamentally 
do they enter into every economic activity, that some writers regard 
economics simply as the study of prices. Without taking this dubious 
position, we must recognize the dominant influence of the price sys- 
tem in modern industry. 

In doing so, we are merely calling attention once more to tlie all- 
pervasiveness of exchange in economic life. Goods are produced 
almost always to be exchanged (sold) at a price. Out of the proceeds 
of the sale, enterprisers pay for their costs — the prices of the pro- 
ductive agents. From the prices of the productive agents, those who 
contribute them derive their money incomes. And at last, they con- 
vert these money incomes into real incomes by the purchase of com- 
modities and services — once more involving a price. 

Consumption. — In this last act, the converting^of money incomes 
into real incomes, we arrive at consumption. Here the economic 
process finds its culmination, its goal. After the products find their 
way into consumers’ hands in that last act of purchase, they are used 
up in gratifying the consumers* desires. This is the ultimate purpose 
of it all, and is the reward for all the efforts and sacrifices of produc- 
tion. Not all goods are consumed in the direct gratification of de- 
sires, however; many are used up in production, helping to yield 
other products which will eventually furnish gratifications. 

Consumption, being the goal of the economic process, is at the 
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same time the force which sets the whole in motion. For it is largely 
the desire to consume which leads people to produce, and which 
creates the motive for economic activity. It is, moreover, consumers’ 
desires, expressed through demands, which decide what things shall 
be produced, as we have seen. In the fundamental elements of hu- 
man behavior which control our choices, therefore, is the ultimate 
source of economic activity. These choices — built out ol instinctiv^e 
impulses and the influences of the environment, crystallized into 
habits, social conventions, and standards of living, sometimes rational 
and reflective, sometimes irrational and whimsical — are the rulers of 
industry. As they are well or ill adapted to the productive environ- 
ment, economical or extravagant, the utility derived from industrial 
activities is great or small. In consumption, therefore, the economic 
process finds at once its driving power, its goal, and the criterion of 
its success or failure. 

B. Some Distinctive Characteristics of the System Called 

“Capitalism” 

Capitalism. — The system of industry under which we live, and 
which has been described in this volume, is commonly known as 
capitalism. This term is used by way of contrast with alternative 
systems of economic organization which have been proposed, such 
as socialism, communism, and fascism. It derives this name from the 
fact that, in modern industry, production is carried on with the aid 
of vast quantities of very valuable and important capital, which is 
owned, for the most part, by a class of rhen known as capitalists, who 
thereby are given a dominant influence and control over the whole 
process. The term is inapt, however, for the reason that almost any 
conceivable scheme of industrial organization would be capitalistic, 
in the sense that production would be time-consuming and round- 
about — carried on by means of elaborate plant, equipment, tools, 
and other forms of equipment, at stages more or less remote from 
consumption. The real difference between the present economic order 
and others which Jiave been suggested lies, not in the fact that one 
would be capitalistic and the other not, but in that now the owner- 
ship and control of capital is in the hands of particular persons, 
whereas in other proposed systems it might be in the hands of the 
state, or of the working classes, through some method of collective 
management. The present system might better be called one of pri- 
vate property and free enterprise, for these are the outstanding fea- 
tures which differentiate it from other possible systems, and which 
are had in mind when the term capitalism is popularly applied to it. 

In a broad survey of the economic process, we cannot afford to 
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neglect a discussion of these distinctive characteristics, for they are 
fundamental to an understanding of the present structure of society, 
and they form the principal bone of contention in much of the agi- 
tation for social reform which so heatedly prevails in recent years. 
In this discussion, we must keep in mind the central purpose of our 
study. We are not here concerned with the merits and defects of the 
present system; we are trying to find out only what it is and how it 
works. We shall not seek to evaluate our present institutions, there- 
fore, but merely to describe them; not to find out whether they are 
bad or good, but merely what they are. The reader must be on his 
guard against misinterpreting this attitude. It is not bet ause there are 
no defects that we do not consider them. An explanation of capitalism 
is not to be construed as a justification of it. But in the first chapter 
of this volume we resolved to confine ourselves to pure (descriptive) 
economics, because the understanding of our economic system is a 
necessary prelude to an intelligent appraisal or criticism. 

Private Property. — Private property is one of the most basic in- 
stitutions of our present economic organization. Most of our wealth 
is owned and controlled by individuals. Nearly all of our land, fac- 
tories, railroads, mines, warehouses, stores, industrial equipment, 
houses, furniture, clothing, food, and so on, are privately owned, 
either by single individuals, or by groups, such as the stockholders of 
a corporation. They are not common property. One cannot help 
himself to his neighbor’s fruit nor trespass upbn his land without 
his consent. Under our constitution, not even the state can take away 
one’s property without compensation, so that if it is desired to c ut 
a new road through a farmer’s land, or to raze his dwelling to make 
way for some public improvement, he must be paid the fair value of 
what is taken. 

The ownership of property carries with it the right to use that 
property as one sees fit, to dispose of it by sale or gift, and to prevent 
the use of it by others. Control extends even after the death of the 
owner, ivho may by will decree what shall be done with it; and the 
law will see to it that his wishes are carried out. These rights are 
not absolute, and may be restricted if exercised in a manner injurious 
to other members of society. For instance, if a man maintains a pub- 
lic nuisance on his property, the courts will restrain him, and he 
may be prevented from using his wealth for dishonest or immoral 
purposes. But, in general, there is substantial control by the owner; 
and, within wide limits, he can dispose of his property as he wills. 

There can be no doubt that this institution of private property 
performs an important function. The desire to accumulate wealth 
appears to be a powerful motive in human life, and leads men to 
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work hard to obtain it. The possibility of acquiring and holding 
property is a stimulus to economic endeavor and efTiciency which 
plays a considerable part in the industrial process. Its all-pervasive- 
ness, too, entering, as it does, into every business organization and 
every purchase or sale, differentiating the “capitalist class” from the 
propertyless “working class,” shows it to be lundamental to the 
present regime. Without it, we would have a very different system, 
indeed. 

There is, of course, some public property. There are some land, 
some public buildings, and other wealth, owned by the people col- 
lectively, through their government. Some of this public wealth, such 
as public roads, parks, and playgrounds, the people can use freely, it 
being paid for out of general taxes; other of it, such as municipal 
water systems or the post office, the users must pay for, just as they 
would pay a private owner. But this publicly owned wealth is a 
minor part of the whole; it does not invalidate the general assertion 
that private ownership of property is inherent in the present indus- 
trial system. There is evident a tendency for the government to ac- 
quire more and more property, however, and this movement may 
go very much further. Some people look forward to the eventual 
abandonment of private property, at least in producers’ goods, and 
its replacement by some scheme of common ownership. It is not in- 
conceivable that such a change may come about; but it is by no 
means inevitable. 

Free Enterprise and Self-Interest. — Along with private property 
goes freedom of enterprise. By this is meant that eacli individual is 
free to employ his person or his wealth in any line of production he 
cares to. He may choose his own occupation, within the limits set l>y 
his capacity and his opportunities. If he wants to set up in business 
for himself, he may do so, if he can sufficiently convince others of 
his ability to induce them to lend him the necessary capital. If 
he has savings to invest, he can put them into whatever industry or 
enterprise seems to him most advantageous. If lie is a wage-earner, 
he can select his own employer. If he is an employer, he can select his 
own employees. If he is a farmer, he can deride for himsell what 
crops he will grow. If he is a manufacturer, Iiis is the choice as to 
wdiat goods he shall produce. Like the right of priv'ate property, this 
freedom of enterprise is not absolute. It is limited by economic con- 
ditions, by the knowledge and resourcefulness of the individual, by 
the existence of monopolies and trade unions, by the conditions of 
the market, by laws prohibiting certain types of activity which are 
deemed injurious, and by similar restrictions. Public regulation of 
private enterprise is certainly growing, and is likely to increase fur- 
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ther, rather than to diminish; but it still remains true of our eco- 
nomic system as a whole, that the limits, within which individuals are 
left free to make their own economic decisions, are fairly wide. 

This being the case, the individual is left to follow the dictates of 
his self-interest. Society relies upon his common sense to act wisely. 
It is to the individual’s economic advantage to do the thing that will 
yield him the greatest net income, in proportion to the effort and 
sacrifice put forth; hence, if intelligent and well-informed, he xvill 
go into the type of occupation for which he is best fitted, and devote 
his productive resources to those products which are in greatest de- 
mand. That people are often ignorant and unwise, that they are vic- 
tims of circumstance and opportunity, goes without saying. Hence 
this principle of self-interest only works out roughly; undoubtedly, 
in a system of free enterprise many mistakes are made. But such is 
the process by which the industrial system functions as at present 
constituted. 

We have noted that there is some tendency toward a departure 
from this principle. There is evident an increasing amount of direc- 
tion and control of industry by the state. Some businesses, such as 
the post office and the coining of money, are entirely monopolized 
by the government. In others, such as the railroads, telegraphs, and 
telephones, there is a considerable measure of public regulation, 
through agencies like the Interstate Commerce Commission. There 
are also child labor laws, compulsory workingmen’s insurance schemes, 
factory legislation, and agricultural crop controls, which interfere to 
a greater or less degree wdth perfect freedom of enterprise. Some 
persons believe that this tendency too, like the gradual encroach- 
ments on private property, is destined to go on until the principle 
of free enterprise is completely overthrown. However this may be, 
that principle is still effective in most of our economic activities. 

Competition. — A natural accompaniment of free enterprise is 
competition. That competition is almost universal in our economic 
life, notwithstanding the many sorts of voluntary and involuntary 
cooperation that are to be found, was shown in Chapter III. There 
is competition among buyers to secure the available supplies of goods, 
and among sellers to secure the patronage of the buyers. This ap- 
plies not only to consumers and producers of the same good, but of 
widely different goods. There is competition among capitalists for the 
best investments, and among laborers for the best employments, while 
capitalists compete with laborers for the lion’s share of the industrial 
product. The principle is, therefore, all-pervasive. 

We rely largely upon competition to secure industrial efficiency. 
That is perhaps its main function in industry. In farming, mining. 
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manufacturing, banking, marketing, and so on, there goes on a con- 
tinual struggle for existence, in which the less able producers fail 
and are eliminated. He who is the quickest and surest of judgment, 
who watches the markets and the costs with the most unerring eye, 
and who can best foresee coming changes in the demand, the supply, 
or the conditions of production for a commodity, is most likely to 
succeed. In each industry, there is a battle to maintain the best mar- 
kets and the lowest costs. The competition of buyers and sellers tetids 
to keep prices down to the level of costs, and to keep the costs as low 
as the existing state of productive technique and the ability of the 
producers make possible. Within each plant, moreover, there is com- 
petition among the employees to win promotion to the best positions. 
So, all along the line, there is a continuous rivalry, which acts as a 
powerful incentive to efficiency. 

like the other principles we have considered, this one does not 
work unimpeded. There are monopolies and trade unions, which 
restrain competition among both employers and workers. Some writ- 
ers believe tliere is manifest a tendency toward concentration of in- 
dustry in the hands of small groups, a tendency which, eventually, 
will render competition no longer effective. Moreover, there are 
kinds of competition which cannot be said to work toward efficiency. 
Competition may take the form of browbeating one’s rivals or of 
deceiving tfie consumer, in which cases it makes for inefficiency. Also, 
many persons object to it as unethical; and they hope to see eventu- 
ally the substitution of some other incentive to efficiency. They be- 
lieve that men might be made to do their best in a spirit of service to 
their fellows, or in response to the creative impulses within them, or 
for the sake of some non-material reward, such as the attainment of 
a coveted honor or social prestige. However this may be, it is true 
that, as at present constituted, the economic process does rely largely 
upon competition to promote efficiency. 

Inequality. — Where there is competition, there is bound to be 
inequality of wealth and income. Such inequality, is a conspicuous 
feature of the present system. As things now are, each person’s income 
is left to the determination of the market. If one owns land, he can 
get whatever price tor the use of his land bidders are willing to pay 
for it. If he has savings, he derives from them an income determined 
in a similar bidding process. If his wealth is inherited, rather than 
earned by himself, it makes no difference. If he is a laborer, he gets 
whatever wages the market valuation process has fixed as the price 
of his labor. It he is an enterpriser, he gets, in addition to ordinary 
wages for his labor and interest on his capital, whatever else his 
adaptability and ingenuity enable him to obtain in taking advantage 



THE PROCESS AS A WHOLE 621 

o£ the irregularities and fluctuations of industry. The natural result 
of such a process of income-getting is that some receive more than 
others. Some kiiids of labor are scarce and highly valued; the fortu- 
nate laborers of this sort are xvell paid. Other kinds of labor are plen- 
tiful and poorly paid. Some lands are worth fabulous sums, and, 
because land is private property, their owners can gain by this 
worth. Some investments prove profitable, others do not. Some peo- 
ple inherit great wealth from their parents, and others receive little 
or none in this way. Some enterprisers are successful, others fail. 

So, we have extremes of wealth and poverty in society. We have 
people who are immensely rich, and can lead lives of luxury and 
leisure. We have others who are miserably poor, and must live in 
squalor and destitution. 

Inequality is inseparably connected with competition in acting 
as an incentive to efficiency. The fear of poverty on the one hand, 
and the lure of riches on the other, make men work and strive for 
economic success. One way to success is to produce commodities of 
value, and at as low a cost as one’s competitors; this makes for ef- 
ficiency. But it cannot be denied that many people achieve great 
wealth by sheer luck, or even by dishonesty — people who have not 
contributed to society products of equal value to what they have re- 
ceived. Hence it is impossible always to establish a direct relation be- 
tween economic success and economic efficiency. 

The existence of inequality has an important bearing upon the 
economy of the pricing process. If everybody had equal purchasing 
power, no one would exercise any greater control over the market 
than his fellows. Each person’s desires would have equal oppor- 
tunity for gratification, and demand would be a true expression of 
the wishes of consumers. Under such circumstances, in following de- 
mand, production would be devoted as nearly as possible to the 
things which the people wanted. It would correspond with social 
need, in so far as the people were capable of expressing their needs 
intelligently. But when inequality prevails, the people with the most 
money exercise the strongest influence on the market. Demand does 
not then coincide with the needs of the community. The rich can 
gratify their whims, and production will be directed to that purpose, 
while many of the wants of the poor will go uncared for. Inequality, 
therefore, interferes with perfect economy of production, from a 
social viewpoint. 

Unlike the other characteristics of capitalism which we have so far 
considered, there seems to be little or no tendency away from the 
principle of inequality. While the average standards of living today 
are undoubtedly higher than those of a few generations ago, we still 
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have many people on the verge of starvation, and we have others 
with private fortunes surpassing anything of the like ever known 
before. There is, however, a considerable amount of attention being 
given to the question of inequality, and there are persons who hope 
to see established a much greater degree of equality than now pre- 
vails, just as they hope to see the abandonment or substantial modi- 
fication of the principles of private property, free enterprise, and 
competition. 

The Distinctive Characteristics of Capitalism are not Necessarily 
Permanent. — It is a natural trait of human nature to think of that 
which has been long established, and to which we have always been 
accustomed, as permanent and unchangeable. From this it is an easy 
step to the conclusion that whatever has long prevailed is right and 
desirable. This is evidenced by the opposition from conservatives 
which always greets any new idea, whether in politics, science, reli- 
gion, art, or other fields of life, and by the slowness with which in- 
novations find acceptance. So, it is necessary to emphasize once more 
the fact that, in describing and explaining the basic principles of 
capitalism, we have not necessarily justified them, nor proved them 
to be indispensable. We have merely stated what they are, in order 
that our picture of the economic process might be complete. We 
must think of them as characteristics of the present system only, which 
may and do have both merits and defects, and which might be sup- 
planted by other principles, which might or might not work as well 
or better. 

Other schemes of social organization have been conceived of, and 
seriously proposed, based on very different principles. It is not at all 
unthinkable that we could have a society where, instead of private 
property, all property, or at least all the means of production, would 
be owned and shared by the people in common; where production, 
instead of being left to the play of free enterprise and self-interest, 
would be centrally directed in accordance with some carefully worked 
out plan; where substantial equality of wealth and income would 
prevail; and where other motives would be relied on to supplant 
the lure of riches as the incentive to economic efficiency. Nothing is 
more clearly established than that all aspects of life are being con- 
tinually subjected to a process of evolution. The basic principles of 
the present industrial system are, therefore, not to be regarded as 
eternal and unvarying. They, too, may evolve to different forms. 
They are not necessarily in their perfect and final shape. 

It would be interesting to undertake a critical study of their merits 
and defects, to seek ways in which they might be improved; but from 
that fascinating task we must at present refiain. Such a study belongs 
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in the domain of applied economics, to which this description of the 
general principles of the present industrial system is a necessary pre- 
liminary foundation. Having outlined those principles, our task is 
complete. However, it is to be hoped that the student, having learned 
something of the operation of the economic world in which he lives, 
will not be content to rest with such knowledge, but will go on 
studying that world critically, that he may play a part in finding 
means by which it may be improved, and in aiding in their realiza- 
tion. 


Summary 

The economic process which we have been studying is capable of 
being sketched in a single picture which reveals its general outlines. 
At one end of the process stand the desires of consumers; at the other, 
the means of production — land, labor, and saving. To utilize these 
agents for gratifying those desires, there has developed the elaborate 
productive organization of modern industry. This organization is 
characterized by (1) specialization, (2) exchange, (3) the roundabout, 
time-consuming process of first applying labor to the making of 
remote-goods, later to be used in turning out near-goods, {4) the co- 
ordination of the productive agents in operating units, under single 
enterprisers, partnerships, or corporations, and (5) the use of money. 
The productivity of this elaborate organization depends upon the 
natural resources at the disposal of a people, the size, intelligence, 
and energy of the population, and the state of science and the arts. 

The channels which production shall take are determined by the 
price system, which guides producers in determining what is the best 
way to employ the labor and capital at their disposal. Consumers 
express their choices in demands, and the prices of products respond 
to these demands. Enterprisers respond to the prices of the products. 
This effects a certain economy in the use of the productive resources, 
by preventing them from being devoted to one purpose when they 
could be made to yield products of greater value (that is, in greater 
demand) if put to some other purpose. In the same way, there is 
effected a further economy in the use of the agents of production, 
through the process of income sharing. The scarcer the agent, the 
greater is its marginal product. The value of this marginal product 
determines the price which will be paid for the agent. So, the scarce 
agents cost the enterprisers most. This stimulates economy in their 
use, and tends to induce an increase in the supply of the agents which 
are most wanted. At the same time, this process fixes the shares of 
income obtained by those whose labor, savings, and land are em- 
ployed in production. 
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Xhe process is completed when the products are used up in the 
act of consumption. Consumption is thus the goal and ultimate con- 
trolling influence of industry. 

The economic process so described rests on certain distinctive in- 
stitutions which cause it to be known as “capitalism,*’ by contrast 
with other proposed systems. These characteristic features are: (i) 
the institution of private property, (2) Free enterprise, (3) competi- 
tion, and (4) inequality. The system relies upon these institutions 
to give it efficiency. The right to acquire, use, and dispose of prop- 
erty is a strong inducement to produce goods. Free enterprise allows 
each to follow his own self-interest, tending to direct him to the kind 
of work at which he will be most productive, and for which there is 
greatest demand. Competition, with the inequality which accom- 
panies it, holds up the prospect of great wealth on the one hand, 
and of poverty on the other, as an incentive to efficient production. 
Thus it is upon these principles that the economic world in which 
we live operates and depends for its success. They do not work per- 
fectly, however, and it is not to be concluded that they are perma- 
nent and unchangeable, simply because they have been long estab- 
lished. There is, in fact, an observable tendency toward modification 
of them, and many persons look forward to their eventual replace- 
ment by a new system which will be based on different principles. 

REFERENCES AND SUGGESTIONS FOR FURTHER READING 
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Escher, F., Foreign Exchange, 437. 

Ethics, economic, 12. 

Exchanjje, nature of, 48; benefits of, 50, 608; 
equation of, 221, 227: foreign, 409 ff.: 
bills of, 410; triangular, 413; rate of, 415; 
controls, 455. 

Exchanges, produce, 150; stock, 154. 

Exports, 421, 432. 

Extensive margin, 546. 

External economies, 362. 

External sources of profits, 568. 

Extra wages, 481. 

Factors of production, 75; see also Produc- 
tive agents, 

IFavorable balance of trade, 432. 

Federal Deposit Insurance Corporation, 
212. 

Federal Reserve, Banks, 206; Board, 206; 
System, 206 ff.; Bank Notes, 210; Notes, 
210. 

Fees, 481. 

Financial manipulation, profits from, 571. 

Fisher, Irving, Capital and Income, 38: 
Principles of Economics, 231, 388n., 404, 
538: Furchasing Poxoer of Money, 231; 
Theory of Interest, 538. 

Fixed capacity, 352- 

Fixcd costs, 86, 123. 

Fixed supply, 315. 

Flight of capital, 434. 

Fluctuations, economic, 259 ff. 


Forced saving, 249. 

Foreign exchange, bills of, 41a; dealers in. 
412; triangular, 413; rates of, under gold 
standard, 4 15; rates of, under silver stand- 
ard, 417. rates of, under nominal money, 
418; factors affecting rates of, 425: pur- 
chasing power parity of, 419 specula- 
tion and arbitrage in, 420; stabilization 
funds. 456. 

Foreign investments, 430. 

Foim utility, 20. 

Foster, W. T., Money, 258. 

Free coinage, 164. 

Freedom of choice, 581 ff. 

Free enterprise, 618. 

Furniss, E. S., Foreign Exchange, 437. 

Future trading, 150. 

Gambling, 157. 

Garver, F. B- Principles of Economics, 383- 

General equilibrium, 397: equations of, 
400. 

General rule of policy, 340. 

Gold, relation to other money, 224. 

Cold bullion standard, 1720. 

Gold certificates, 166, 182. 

Gold circulation standard, i72n. 

Gold dollar, 181. 

Gold exchange standard, 173. 

Gold Settlement Fund, 198. 

Gold shipping points. 416. 

Gold standard, 171, 172’ rates of exchange 
under, 415; l>alance of trade under, 427. 

Goods, free and economic, 17; public and 
private, 28; durable, 62: near and remote, 
72. 

Good will, 36; profits from, 571. 

Cordon, L. J., Economics for Consumers, 
605. 

Goshen, G. J. G., Foreign Exchanges, 437, 

Government enterprises, 1 19. 

Government notes. 166. 182. 

Gresham’s law, 170, 175, 177. 

Gross income, 24- 

Gross interest, 522- 

Gross profits, 559. 

Guaranty, 148. 

Haberler, G., International Trade, 461; 
Prosperity arid Depression, 258, 287. 

Hansen, A. H., Business Cycle Theory, 287: 
Principles of Economics, 383- 

Hardy, C. O.. Risk and Risk Bearing, i6o. 

Harris. S. E., Exchange Depreciation, 437. 

Hawley, F. B., Enterprise and the Produc- 
twe Process, 576. 

Hedging. 151. 

Henderson, H. D., Supply and Demand, 
319, 404, 538, 557. 

Hevvett, \V. \V., Applied Economics, 14; 
Definition of Income, 38- 

Hicks, j. R., Theory of Wages, 505. 

Hoarding, 65, 253. 
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Hobson, J. A.. Industrial System, 478; Work 
and Wealth, 604. 

Hoot, J. \V., Comparative Economic Sys- 
tems, 624- 

Horizontal combination, 130. 

Horizontal structure of industry, malad- 
justment of, 252. 

Hoyt, E. E., Consumption, 604. 

Huebner, S. S., The Stock Market, 160- 

Human equipment, 72. 

Imitation, in consumption, 587. 

Immature creditor nation, 431. 

Immature debtor nation, 431. 

Immigration, effect of, on wages, 492. 

Impatience, 516. 

Import quotas, 455. 

Imports, 421, 432* 

Income, money and real, 23: definition, 
24; gross and net, 24: individual and so- 
cial, 25- and capital, 34. 

Income sharing, 462 ff.: relation to costs, 
464: normal and market shares, 471; 
competition and monopoly in, 471: econ- 
omy of, 474; its role in the economy, 613. 

Income velocity, 2350. 

Inconvertible paper, 167; inflation, 177, 

Increasing costs, 361, 364, 366. 

Index numbers, 215- 

Individual prices; see Prices. 

Industrial revolution, 7. 

Industry, illustration of, i; a system, 4; 
development of, 5; general view of, 606. 

Inelastic demand. 323. 

Inequality, 620. 

Infant industries, protection of, 453- 

Inflation, 177, 220; relation to business 
cycles, 273. 

Insurance, 144 fl.; types of, 146' social, 147; 
and gambling, 157; of bank deposits, 212. 

Insurance companies, as banking institu- 
tions. rSg. 

Integration, 132. 

Intensive margin, 546. 

Interest, functions of, 246, 528 IF.; equilib- 
rium rate of, 247, 522: bank rate of, 247, 
531; definition, 508; explicit and implicit, 
509; and rent, 51011.; rate of, 510 IF., 521; 
gross and net. 522: differences in, 524; 
fluctuations of, 526; and money, 529; 
fioni land, 554- 

Internal economies, 362. 

Internal sources of profits, 569. 

International prices. 418. 

International trade, growth of, 409; items 
of, 421; balance of, 423. under nominal 
money, 426; under specie, 427; invest- 
ments in, 430 favorable and unfavorable 
balance of, 432; gains fronr, 442: basis of, 
438 IF.. 447; restrictions on, 449 fl. 

Interregional trade, 448. 

Interrelated prices, 384 ff., 392. 

Invest ible funds, demand lor, 510, 514; 
supply of, 515. 


Investment, 64; and saving, 244, 528; fluc- 
tuating return from, 526. 

Investment banks, 187 ff. 

Investments, international, 430- 

Invisible items of trade. 421. 

Involuntary saving, 249- 

James, F- C., Economics of Money, 184. 

Joint costs, 388, 407. 

joint demand, 385, 405. 

Joint supply, 388, 407. 

Keminerer, E. W., Federal Reserve System, 
214. 

Key industries, protection of, 454. 

Keynes, J, M.. theory of employment, 255, 
532; General Theory, 258, 538; Treatise 
071 Money, 214. 

Keynes, J. N.. Scope and Method of PoUti 
cal Economy, 15, 

Knight, F. H., Risk, Uncertainty , ajid Profit, 
160, 319, 575. 

Kropotkin, P., Mutual Aid, 58. 

Kuczynski, R. R., Population Movements, 
104. 

Kyrk, H., Theory of Consu 77 iption, 604. 

Labor, monotony of, 48; definition of, 75; 
risks of. 141; demand lor, 482; supply of, 
486 fF. 

Labor unions, effect of, on wages, 498. 

Land, distinguished from man-made 
wealth, yin., 509; definition, 75; and 
populaiion. 96 fT.; speculation in. 156; 
and equipment, 509; demand and sup- 
ply 539- value products of, 545* mar- 
ginal or no-rent, 546; marginal product 
of, 549. selling value of, 553; interest 
from. 554; see also l-and rent. 

Landon, C, E., Moder?i Industry, 58. 

Land rent, 539 ff.; how determined, 548; 
capitalized, 553; market and normal, 
554; as interest, 554; see also l and. 

Lanslrurgh, R. H., Industrial Managetnent, 
«.37- 

Large-scale production, 123; in interna- 
tional trade. 447. 

Law. of diminishing productivity, 85; of 
population, 97, 490; Greshams, 170; 
Say’s, 233: of one price, 300; of demand 
and supply, 313. of demand. 321; of 
diminishing utility, 321; of comparative 
costs, 441: ol land rent, 548; of least so- 
cial cost. 596. 

Lawrence, j. .S., Stohilizaiion of Prices, 231. 

l.ea^t social cost, law of, 596. 

Legal monopolies, 134- 

Level of prices. 215 IF.; influence of, on in- 
divitlual prices, 401. 

l.iniiltition of output, 240, 242. 

l.iquidity, of bank credit, 203. 

Liquidity preference, 519. 

Loman, H. J., Insurance Principles, 160. 



INDEX 


Long-period prices, 357, 369; under mo- 
nopolistic competition, 38a. 

Losses, and profits, 560. 

Loucks, VV. iV.. Cotnparative Economic 
Systems, 624. 

Lump of labor fallacy, 239. 

LiiKuries, 597. 

Luxury, effects of, 599- 

Machinery, in large-scale business, 124; ef- 
fect of, on employment, 243. 

Magnified fluctuations of demand, 277. 

Make work fallacy, 239, 602. 

Malthas, T. R., law of population, 97 ff.; 
Essay on Population, 104. 

Management, efficient, 120, 

Manorial system, 5. 

Marginal costs, 91, 339. 

Marginal demand-price, 314. 

Marginal land, 546. 

Marginal product, 78, 468. 

Marginal productivity, 79, 469: in relation 
to profits, 473: not a justification of in- 
comes, 475; not separate productivity, 
47G; of labor, 483, 486- discounted, 502; 
of equipment, 512; of land, 541, 549. 

Marginal products, sum of, 469; equaliza- 
tion of, 470. 

Marginal receipts, 326; for an individual 
seller, 350. 

Marginal kipply price, 314, 

Marginal utility, 591. 

Margin of consumption, 588. 

Margin of transference, 550. 

Margins of cultivation, 546- 

Market, 299. 

Market prices, 299 ff., 311, 369; under mo- 
nopolistic competition, 380. 

Market ratio, 174. 

Marshall, Alfred. Industry and Trade, 136; 
Principles of Econoinics, 58, 319, 346, 383, 
404. 47 ^, fy05, 576. 

Mature creditor nation, 432. 

Mature debtor nation, 431. 

Middlemen, 316. 

Mills, F. C„ Beliaxnor of Prices, 288, 319- 

Minera! lands, rent of, 551. 

Minimum wage laws, 502. 

Mint price. 164. 

Mint ratio, 174. 

Misdirected production, 238. 

Mitchell, W. C., liiisiness Cycles, 231, 287. 

Mobility of savings, 523. 

Monetary school of banking, 205. 

Monetary system of U. S., tSi. 

Money, and wealth, 30; confused with 
goods, 49: functions of, 161; definition, 
161; commodity and nominal, 162- coin- 
age of, 1G4; convertible paper, 166: cheap 
and dear, 170; standard, 171 ff.; over- 
valued and undervalued, 175; value of, 
217; supply and demand of, 222; quan- 
tity theory of, 223; influence of, on eco- 
nomic balance, 232 ff.; circuit flow of. 
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234, 244; relation of, to business cycles, 
273* influence of, on prices, 401; and in- 
terest, 529: use of, 609. 

Money balance theory, 227. 

Money income, 23. 

Money metals, distribution of, 168. 

Money wages, 482. 

Monopolistic competition, 371 ff- 
Monopoly, 132 ff.; in income sharing, 472; 
profits from, 573, 

Monopoly price, 341 ff.. 377; limits to, 344. 
Monotony of labor, 48. 

Moulton, H. G., Einancial Organization, 

J 84- 

National Banking System. 205. 

National Banks, 205. 

Natural resources, as a limiting factor, Gto. 
Near-goods. 72- 
Necessaries, 597. 

Net income. 24- 
Net interest. 522, 523. 

Net worth, 32. 

Nominal money, 1C2; foreign exchange 
rates under, 418: balance of trade under, 
426. 

Non-competing groups, 487. 

No-rent land, 546. 

Normal prices, 356, 357. 

Ohlin, B., International Trade, 404, 461- 
, Oligopoly. 37* - 373- 377- 
One pi'ice, law of, 300. 

Open market operations, 211. 

Operating costs, 87. 

Oppoi lunity costs, 334; in international 
trade, 447; in income sharing, 470: and 
the margin of transference, 550, 
Optimism, effect of, on Inisiness cycles, 269. 
Optimum, costs, 90, 338, 355, 367; output, 
90; population, 102; business unit, 121 fL, 
tiie same, in international trade, 447: 
capacity, 338. 

Overcapitalization, 114. 

Overhead costs, 87. 

Overinvestment, 249, 274; contrasted with 
underconsumption, 276. 

Overproduction, 238. 

Overvalued money, 175. 

Panics, 260. 

Paper money, convertible, 166; inconverti- 
ble, 167; standards, 177; inflation, 177; 
redemption of, etc., 179. 

Particular price' theory, 400. 

Partnership, to8. 

Patten, S. N., Consumption, 604. 

Patterson, S. H., History of Economic 
ThougJU, 258. 

Pecuniary costs, 331. 

Personal tnsiirance, 146. 

Pessimism, effect of, on business cycles, 269, 
Phillips, C. A., Bank Credit, 214. 
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Physical costs, 3311 in international trade, 
444 ff- 

Piece wages, 480. 

Place utility, 20. 

Political conditions, effect of, on trade, 447. 

Population, law of, 97 IF., 490: checks to, 
98; effect of progress in the arts on, g8. 
escipes from pressure of, 100; optimum, 
102; as affecting productivity, 611. 

Possession utility, 20. 

Poverty, 621. 

Precautionary motive, 229. 

Predatory activity, profits from, 572. 

Preferred stock, 113. 

Premium, on gold, 178; of exchange, 416. 

Preparedness, 454- 

Prestige, in consumption, 587. 

Price levels, 215 ff.; correcting for changes 
10,291: influence of, on individual prices, 
401: international. 418. 

Prices, uneven movement of, 280; indi- 
vidual, 288 [f.; and values, 289, 290: 
role of, 292, 612: influence of, on con- 
duct, 295; market, 299 ff.; normal, 303. 
temporary equilibrium, 311; where sup- 
ply is fixed, 315; monopoly, 341 IF.: under 
pure competition, 347 ff.: with fixed ca 
paciiy, 352; with variable capacity, 355: 
normal, 356, 357; market, short and 
long-period, comhined, 369; under oli- 
gopoly, 373; under product differentia- 
tion, 375; monopolistic and competitive, 
contrasted, 377; class, 378; interrelated,' 
384 ff.; guiding function of, 394, 612: 
influence of money on, 401: of produc- 
tive agents, 465; as center of the eco- 
nomic process, 615. 

Price structures, international, 439; equali- 
zation of, 441. 

Price system, the, 392; function of, 394; 
defects of, 396. 

Prime costs, 87. 

Private property, 617. 

Produce exchanges, 150. 

Producers’ wealth, 71. 

Product differentiation, 372, 375, 377. 

Production, definition, 18: kinds of, 19; 
and income, 23; agents of, 75 If. 

Productive- agents, 75 ff,; demand for, 467, 

’ 469; supply of, 471; scarcity of, 607. 

Productivity, diminishing, 79 IT.; of the 
economic organization, 610: see also 
Diminishing productivity. 

Profits, in relation to marginal produc- 
tivity, 473, gross and pure, 559; and 
losses, f^6o; average and particular, 563: 
as reward for risk, 564, 567n.; sources 
of, 566: as related to competition and 
uncertainty, 566: as residual share, e>68: 
external sources of, 568; internal sources 
of, 569; irregularity of, 572; of monopoly, 
57.8- 

Property, private, 617. 

Property insurance, 146. 


Prosperity, 260. 282. 

Protective tariffs, 451 IF. 

Psychic income, in relation to wages, 495. 

Psychological theory of business cycles, 269, 

Pump priming, 240. 

Purchasing power parity, 419. 

Pure economics, 12. 

Pure interest, 522. 

Pure profits, 559; external sources of, 568; , 
internal sources of, 569. 

Pyx'ainiding of deposits, 209. 

Quantity theory, 223. 

Rate of exchange, 416; factors influencing, 
425 - 

Rate of interest, 247, 508, 510 If.; determi- 
nation of, 521; differences in, 524; fluc- 
tuations of, 526; function of, 528; see 
also Interest. 

Real costs, 331. 

Real income, 23. 

Real wages, 482. 

Recession, 260, 283. 

Redemption of money, 175. 

Rediscounting, 207. 

Reid, M. G., Consumers and the Market, 
605. 

Remote-goods, 72. 

Rent, definition, 507: and interest, 5100.; 
of equipment, 527: of land, 541 ff.; law 
of, 548; of mineral lands, 551. 

Repudiation of money, 175. 

Reserves, deposit, 208. 

Ricardian law, 548. 

Ricardo, David. 548. 

Riegel, R., Insurance Principles, 160. 

Risks, in industry, 138 ff.: of enterprisers, 
139; of capitalists, 140; of laborers, 141: 
methods of meeting, 142; insurance of, 
144; as an element of costs, 333: in re- 
lation to wages, 493; of lencling, 520, 
525: in relation to profits, 564, 5670. 

Roljbins, Lionel, Nature of Economic Sci- 
ence, 15, 319. 

Robertson. D. H., Money, 184. 

Robinson, E. A. G., Coinpetitive Industry, 
* 37 - 

Robinson, Joan, Imperfect Competition, 
329, 346. 383; Theory of Employment, 

25^- 

Roundabout process, 59; in relation to in- 
terest, 512. 

Royalties, mineral, 551. 

Rule of policy, general, 340. 

Saving, in time-consuming production, 64; 
and spending, 65, 236, 602: as agent of 
jiroduciion, 70: and investment, 244, 
528: involuntary, 249; supposed dilemma 
of, 271: supply of, 515 ff.; for future con- 
sumption, 600; as a measure of progress, 
601. 



631 


INDEX 


Savings, sources of, 66; nominal and real, 
66; mobility of. 523. 

Savings banks, 187- 

Say, J. B.. Political Economy , 258. 

Say’s law. 233 ff. 

Scarcity, and desires, 8, 581; and costs, 329. 

Schumpeter, J. A., Business Cycles, 2S7. 

Science. 10. 

Science and invention, effect of, on pro- 
ductivity, 84, 611; effect of, on popula- 
tion, 98. 

Seager, H. R.. Principles of Economics, 575. 

Seasonal changes, 263. 

Secular trend, 263. 

Securities, not wealth, 29: in international 
trade, 42911. 

Seignorage, 165. 

Self-interest, 618. 

Services, definition, 17. 

Service utility, 21. 

Shares of stock, 112; kinds of, 113; trans- 
ferability of, 118. 

Sharing of income, 462 ff. 

Short and long periods, relative character 
of, 359- 

Short-period prices, 354, 369; under mo- 
nopolistic competition, 380- 

Silver certificates, 166, 176, 182. 

Silver dollar, 182, 

Silver standard, 172; foreign exchange rates 

. under, 417; balance of trade under, 427. 

Smith, Adam, Wealth of Nations, 58. 

Smith, J. G-, Produce Markets, 160. 

Snyder, Carl, Business Cycles, 287. 

Social cost, law of least, 596. 

Social insurance, 147. 

Solidarity. 56. 

Specialization, 39 ff., 607; by trades, 39: by 
tasks. 40: by stages, 40; by geographic 
districts, 41: limited by market, 41; gains 
of, 42 ff.; disadvantages of, 45 ff.; coopera- 
tion of, 54; international, 443. 

Specie, 166; balance of trade under, 427. 

Specific productivity, 476- 

Speculation, 22; in produce, 14S; functions 
of, 153; in stocks, 153; in land, 156: and 
gambling, 157; in foreign exchange, 420; 
profits from, 570. 

Speculative motive, 229. 

Spending, and saving, 65, 236, 602. 

Spendthrift loans, 65. 

Stabilization funds, 456. 

Standard money, 171;' gold, 171; gold bul- 
lion, i72n.; silver, 172; gold exchange, 
173; bimetallic, 174; limping, 176. 

Standards of living, effect of, on wages, 
490: nature of. 585; minimum, 598. 

Static and stationary state, 399. 

Stigler. G. J., Competitive Price, 3S3. 

Stock dividends, 116. 

Stock exchanges, 154. 

Stockholders. 110, 112: abuse of, 117. 

Stocks, not wealth, 29; speculation in, 153; 
see also Shares of stock. 


Stock- watering, 1 14. 

Stratification of labor, 487. 

Subsidiary coinage, 165. 

Subsidies, 454. 

Supplementary costs, 87. 

Supply, schedule and curve, 307; effective, 
307; increase and decrease of, 308 fixed, 
315: background 01,329 short- and long- 
period, 351, 3“>5' where ca'^adiv Ls fixed, 
352: where capacity is variable, 355; 
joint, 388, 407: composite, 391; of labor, 
486 ff.; of investible funds, 515. 

Suretyship, 148. 

Surplus, for production, 63; of land, 548. 

Sweated trades, wages in, 497. 

Tariffs, protective, 451 ff. 

Taussig, F- VV., Free Trade, etc., 461; In- 
ternational Trade, 461; Principles of 
Economics, 38, 74, 137, 437, 461, 505, 
5 . 57 * 575 - 

Tawney, R. H., Acquisitive Society, 624. 

Taxes, as costs, 330. 

Taylor, F, M-, Principles of Economics, 74, 
2f,8. 624. 

Taylor, H., Making Goods and Money, 137. 

Thorp, W. L., Business Annals, 287. 

Time-consuming production, 59 ff., 608. 

Time preference, 516, 517. 

Time utility, 21. 

Time wages, 480. 

T.N.K.C. studies, 137. 

Total costs, 337. 

Total receipts, 328. 

Townsend plan, 180. 

Toynbee, A., Industrial Revolution, 15. 

Trade agreements, bilateral, 456. 

Trade, international, see International 
trade. 

Trade, interregional, 448. 

Trade restrictions, 449 ff. 

Trade unions, effects of, on wages, 498. 

Transactions motive, 229. 

Treasury notes, 182- 

Triangular exchange, 413- 

Trust companies, 188. 

Turner, J. R., Economics, 15. 


Uap, island, 162. 

Uncertainty, in relation to profits, 566. 
Underconsumption, 270; contrasted with 
overinvestment, 276. 

Undervalued money, 175. 

Underwriting, 189. 

Unfavorable balance of trade, 432. 
ITniformity, 45. 

Unions, labor, effects of, on wages, 498. 
United States, international balance of, 
424- 

United States notes, 166, 182. 
Unproductive activity, 21. 

Unspent margin, 227. 
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Utility, definition, 17; kinds of, 20; dimin- 
ishing, 321; total and marginal, 3220.; 
marginal, 591; and disutility, 592. 

Value, of money, 217; see also Values. 

Value-products, 26. 

Values, 289, 290: see also Prices. 

Variable capacity, 355, 

Variable costs, 86, 123. 

Vaiiable proportions, 77, 466. 

Veblen, T., Industrial and Pecuniary Em- 
ployments, 38; The Place of Science, 38; 
The Leisure Class, 605. 

Velocity, of circulation, 223: circuit and 
income, 2350. 

Veilical combination, 131. 

Vertical structure of industry, 61, 528; mal- 
adjustment of, 250. 

Visible items of trade, 421. 

Wages, 479 ff.; kinds of, 480; how meas- 
uied. 481; money and real, 482; deter- 
mined by marginal product, 484; noi mal. 


485; differences in, 487 ff.; market devia- 
tions of, 496; effects of unions on, 498; 
as discounted marginal product, 502, 

Wages of management, 332, 562. 

Waiting, 63; as an agent of production, 70. 

Wai, 22. 

Waste, in consumption, 595. 

Watered stock, 114. 

Wealth, 27 ff.: definition, 28; public and 
private, 28; and title to wealth, 28 and 
money, 30; and income, 34; categories 
of, 70. 

Whitaker, A. C., Foreign Exchange, 437. 

Wholesale prices in U. S., 216. 

Wicksell, K., Political Economy, 258. 

Wicksteed, P. H., Political Economy, 604. 

Willingness to save, 515. 

Withholding, as cost, 331, 

Worker, dependence of, 46; divorced from 
product, 47. 

Workingmen’s insurance, 147. 

World distribution of resources, 438. 

Wright, Harold. Population, 104. 

Wyand, C. S., Consumption, 605. 
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